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OUR COVER 


Featured on our cover this month is Jay W. Glasmann, Assistant to 
the Secretary of the Treasury for Tax Legislation, and head of the Treas- 
ury's Legal Advisory Staff. 

As Assistant to the Secretary of the Treasury, Mr. Glasmann directs 
the functions of the Legal Advisory Staff, which analyzes and prepares 
reports on the legal aspects of tax legislation, and also provides legal 
advice on tax matters to the Secretary. Mr. Glasmann appears before 
Congressional tax committees to present the Department's views on pro- 
spective tax legislation and recommendations for changes in existing tax 
laws. His Legal Advisory Staff also reviews all tax regulations which are 
promulgated by the Treasury Department. 


Mr. Glasmann's thorough knowledge of the federal tax laws is of 
great value to the Secretary of the Treasury. His ability to contribute de- 
tailed explanations of the Internal Revenue Code provisions has won him 
the respect of members of the tax-law writing committees of Congress 
and their professional tax staffs. 


Prior to his appointment as Assistant to the Secretary, he served as 
Assistant General Counsel of the Treasury Department. From 1951 to 
1957, he was associated with the law firm of Ivins, Phillips and Barker 
in Washington, D. C., where he specialized in federal! tax law. He be- 
came a member of the law firm in 1957 where he served until his ap- 
pointment as Assistant General Counsel in 1959. 


Mr. Glasmann was born on December 1, 1924, at Ogden, Utah. 
He attended the University of Utah at Salt Lake City, Utah, and Idaho 
State at Pocatello, Idaho. He graduated from Harvard Business School 
in 1947 with a M.B.A. degree, and received his LL.B. from Harvard Law 
School in 1950. He is a member of the bar of the District of Columbia 
and of the Utch bar. 


THIS MAGAZINE is published to promote sound thought in economic, legal and 
accounting principles relating to all federal and state taxation. To this end it 
contains signed articles on tax subjects of current interest, reports on pending 
state tax legislation, interpretations of tax laws and other tax information 

The editorial policy is to allow frank discussion of tax issues. On this basis 
contributions are invited. Responsibility is not assumed for the contents of the 
articles or for the opinions expressed therein. Editor, Henry L. Stewart: Wash- 
ington Editor, Lyman L. Long: Business Manager, James L. Jones; Circulation 
Manager, Richara H. Lane 
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IN THIS ISSUE 


Automated accounting. The rapid adoption by large businesses 
of machine accounting methods is an accomplished fact. The warning 
expressed in the article beginning at page 441 is that the accounting 
system designer, the programmer and the accountant should combine 
their talents to bring about the installation of systems which not only 
supply management with needed data, but which will also produce 
needed income tax data and records. The author is Dr, William W. 
Eaton, vice president of C-E-I-R, Inc., a management consultant firm 
in Arlington, Virginia. 


Worthless stock. In 1958, Congress passed the Small Business 
Investment Act for the purpose of making capital and credit more 
readily available for small business, Following this came the Tech- 
nical Amendments Act in 1958, which introduced new concepts of loss 
treatment of worthless securities by the addition of Sections 1242 and 
1244 to the Code. The article beginning at page 445 discusses these 
two new sections. The author, Laurence Goldfein, is a member of the 


New York bar. 


Timber depletion. According to the article beginning at page 455, 
many think depletion can be applied to timber properties. Timber 
properties are not subject to the ordinary percentage depletion provi- 
sions, Section 631 covers the Code’s special treatment. The article, 
written by Allen Finkenaur of Ryder System, Inc., is amply illus- 
trated with examples of book entries and the special computations 
needed for a taxwise handling of problems involving timber. 


Khrushchevgeldsky. In Tenth Century England, the Danes and 
other Norsemen made regular piratical visits to the coast of England. 
The English citizenry at that early time in history, not being equipped 
with modern radar and other electronic w arning devices, were apprised 
of the coming of the pirates only when their sails arose out of the 
horizon, The English king, at that time, assessed all the landowners 
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a tax to defend the homeland against the pirates, although he some- 
times used the revenue to buy off the pirates, but that’s not the story. 
The story is that this tax was called “Danegeld,” and long after the 
Norse threat ceased to exist, English kings levied the Danegeld. This 
goes to prove that old taxes never die—they just acquire new names. 
Do you think there would be any less reluctance to pay income taxes 
if that portion of the government’s receipts used to support our mod- 
ern defense system were called a “peacegeld” or a “Commiegeld”’? 
The article beginning at page 465 does not answer this question but 
does relate an interesting bit of history of the origins of taxation. It 
is written by Janet K. Messing, a certified public accountant and a 
lecturer with the Department of Economics, Hunter College, New 
York City. 


Tax aspects of an insurance program. A taxpayer is entitled to 
decrease his income tax by certain amounts he pays out in maintaining 
insurance protection. Also, he may deduct certain portions of a loss 
sustained. However, the sections granting these provisions are in 
different parts of the Internal Revenue Code, and the court decisions 
construing these sections are in different volumes of law reporters. 
Robert S. Holzman has correlated statutory provisions and judicial 
opinions into a smooth-reading article, beginning at page 467. He is 
the director of the budget at New York University and the author of 
several well-known books on taxation.’ His article is based upon a 
speech recently presented before the American Management Associa- 
tion’s Spring Insurance Conference. 


State taxation. The taxpayers may sigh nostalgically for a return 
of the good old days when business problems, and tax problems in 
particular, were less complex, but no taxpayer and certainly no tax 
man entertain the faintest hope that such days will ever return. We 
can, however, wish that as we go into the future, certain of the artifi- 
cialities of tax law can be eliminated. These artificialities are par- 
ticularly noticeable in taxes affecting what we all used to call “interstate 
commerce.” The article beginning at page 477 examines the power of 
the states to tax the multistate corporation. 

The author states: “That tiny insignificant changes in the proce- 
dure of a business should trigger a change from no tax liability to 
extensive liability is wholly absurd but it is typical of the vast super- 
structures erected on hair-splitting foundations by our obstinate 
refusal to develop a coherent and logical concept of what economic 
activity is and where it takes place.” This thought-provoking article 
reviews the artificialities of “doing business,” “home state,” “physical 
possession,” “official residence,” “domicile” and other tax creatures 
of the law of taxation. The article is written by Rodman Sullivan, 
professor of economics, University of Kentucky. 

At page 484 John A. Wilkie continues his discussion of apportion- 
ment of income. This month’s main topic: railroad businesses. 


In This Issue 





WASHINGTON TAX TALK 


Amendments to the Foreign Investment Act of 1960 and to the 
Social Security Act . . . Pensions for the self-employed. 


ONGRESS IS STEPPING UP ITS WORK on tax bills pending 

before the House and the Senate with an eye toward an adjourn- 
ment early in July. Certain to be enacted this year are bills to extend 
present tax rates for corporate taxes and certain excises, and amend- 
ments to the social security law. 

The Foreign Investment Act of 1960, known as H. R. 5, ran into 
trouble in the House, and had to be amended by the Committee on 
Ways and Means to meet objections from House members who feared 
foreign tax corporations to be formed under the bill would provide 
unfair competition to American industry. 

One of the committee amendments to H. R. 5 was the disqualifica- 
tion of a corporation from its foreign business corporation status for 
any year in which it, or one of its subsidiaries, operated in a less- 
developed country with labor conditions below those prevailing in that 
country. Undersecretary of the Treasury Scribner, commenting on 
these amendments, stated: 

“The introduction of labor standards into a tax bill is a departure 
from past practice, and seems to pose potentially serious administra- 
tive problems. Similar problems may be expected of the requirement 
in the bill that a foreign business corporation may not derive more 
than 10% of its income from the sale of goods which are for ultimate 
use, consumption or disposition in the United States. The tracing of 
goods sold abroad to their ultimate destination is hardly a simple 
matter and the language in the bill may be expected to produce con- 
siderable litigation. Despite these difficulties, the Treasury has an- 
nounced its support of the Boggs bill (H. R. 5) as amended.” 


Pensions for the self-employed.—Persistency pays off! Congress 
is seriously considering tax exemptions for the funds used by the 
self-employed to establish their own retirement pensions. It began 
years ago with the perennial introduction of H. R. 1—the Jenkins- 
Keogh bill. In later sessions of Congress, the bill has been known 
as H. R. 10—the self-employed individuals’ retirement bill—with 
Keogh still the sponsor. So, after several years of trying, it looks 
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like the backers of H. R. 10 will be able to get a modified bill on the 
Senate floor. However, if the history from 1948 to the present repeats 
itself, the self-employed retirement act will meet a lingering death in 
the Senate. But let’s consider the several interesting counterproposals 
and suggestions offered to date. 


The brightest suggestion of the many which have been submitted 
is that of Senator Curtis. 


He proposes the creation of a new series of United States savings 
bonds, possibly called “X” bonds (X for “exempt’’). These bonds 
would have varying maturities and would be sold at discounts based 
on the time until maturity. For example, a $100 maturity in ten years 
could be sold for $75, similar to the present “E” bonds. 


The Nebraska senator would amend H. R. 10 to provide that 
anyone, self-employed or employed, could deduct, from his earned 
income, purchases of the new “X” bonds up to a certain amount per 
year, possibly $300. The purchase price of these bonds would be free 
from tax; but when the bonds are cashed, the entire proceeds—not 
just the interest—would be taxable income. 


This program could be made available for any year to any person 
with earned income who in that year was not covered by an employer 
plan of either a corporation or an individual employer. It would be 
very easy to administer. For example, when a person buys an “X”’ 
bond, he would also receive a duplicate to be filed with his tax return 
to support his deduction for tax purposes. 


There would be no complication in relating the age of the indi- 
vidual to his bond purchase program. For instance, the lower the 
age the greater discount the individual would get on a $100 bond. 
An individual 55 years of age might be able to buy a $100 bond for 
$75. If he was 40, much less; and if he was 25, much less than that. 
There would be a discount table based on the nearest birthday, show- 
ing just what a bond would cost. 


The bonds would be nonnegotiable; therefore, the individual 
would have to play for keeps. In case of the death of the purchaser, 
his heirs or beneficiaries could elect to hold the bonds or take their 
present value. The entire proceeds would be taxable. 


The advantages of this plan are many. It would equalize the 
system for the many fine citizens who never, never will come under a 
plan established by an employer; retard inflation; promote thrift; 
place bonds in the hands of individuals; give long-range maturity 
to government bonds; cause millions of our citizens to be interested 
in the fiscal stability of the government; and materially lessen the 
pressure for increased retirement benefits in social security and other 
public plans. 


As passed by the House last year, H. R. 10 would permit a self- 
employed individual to deduct an amount (limited to the lesser of 
$2,500 or 10 per cent of self-employment income) paid as premiums 
on retirement policies or as contributions to retirement funds. A 


(Continued on page 491) 
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TAX-WISE NEWS 


ir 

EMPLOYMENT AGENCY FEES incurred 
by job seekers are deductible expenses. They have been for 40 years, 
except for a three-week interlude in the past month, and will continue 
to be deductible in the future. 


We are talking, of course, about an on-again-off-again rule pub- 
lished by the IRS on April 25, 1960, namely, Rev. Rul. 60-158. It 
bolted out the news that employment agency fees, in tax years after 
December 31, 1959, would no longer be deductible. But Rev. Rul. 
60-158 lived but three short weeks, having been revoked on May 20, 
1960. The rule now is the same as it has been since 1920, when O. D. 
579, 3 CB 130 pronounced it: The expense of an employment agency 
incurred in the securing of employment is a deductible expense.— 


7.1. Rigi. 


THe SUPREME COURT HAS RULED 
that summary proceedings—trials without formal pleadings, on short 
notice, without complaint and summons, usually founded upon aff- 
davits, and sometimes even ex parte—are not the proper means of 
determining the relative rights of creditors of a tax delinquent. Even 
if it were conceded, said the Court, that property could be said to be 
already within the Court’s jurisdiction or custody as the result of a 
tax levy, the proper method of settling the rights of different parties 
to the levied-upon property is a full-scale, plenary suit—New Hamp- 
shire Fire Insurance Company v. Scanlon, 60-1 ustc § 9423. 


(QUARANTORS OF CORPORATE DEBTS 
have been reprieved from the sentence of Rev. Rul. 60-48 (I. R. B. 
1960-6, 12), which ruled, in February, 1960, that noncorporate guar- 
antors of corporate debts could deduct their losses only as nonbusiness 
bad debts. The IRS has published a revision of this ruling, saying now 
that the losses may be deducted as either a business or nonbusiness 
bad debt, depending upon the provable facts of each case.—Special 
Announcement, May 16, 1960. 
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SELDOM DO TAXPAYERS SCORE as 
clean a sweep as Achille Ford and his sister recently did in the Court 
of Claims. The first jewel in their triple-crown victory was the escap- 
ing of a low estate tax valuation on stock which they inherited and 
later sold at an apparent gain. They were able to prove a higher valua- 
tion than estate tax officials had agreed upon, and therefore their 
“gain” was wiped out. 


Then the taxpayers succeeded in having a certain amount of the 
consideration received from their sale of the stock excluded from gain 
computations because it was in blocked, foreign currency. 


The cap to the climax was that the Court of Claims would not 
apply the recoupment doctrine (which had not been argued but was 
considered anyway), under which the Fords’ recovery of income taxes 
would have been barred by the government’s recoupment of an estate 
tax it had failed to exact—Ford v. U. S., 60-1 ustc § 9375. 


A NEW PARTNERSHIP thought it would 
be convenient if the first information return the firm would prepare 
would reflect a full year’s operation. In that way, too, the two part- 
ners, who were on calendar-year reporting bases, would have their 
partnership tax data on hand in plenty of time to prepare their indi- 
vidual returus. So the partnership applied for permission to use a fiscal 
year coinciding with its inception. 


So sorry, said the Commissioner; a partnership may adopt a tax 
year different from that of its principal partners only where there is 
a “business purpose” behind such a move. The desire to reflect a full 
year’s operations in the initial return of tax information is not a suff- 
cient business purpose. Permission was denied.—Rev. Rul. 60-182. 


VoLUNTEERS frequently go unrewarded, 
and a sales supervisor who personally picked up the tabs for business 
entertainment expenses was no exception to the rule. He was not 
permitted to deduct the expenses as his own, even though they 
may have been of the “ordinary and necessary business expense” 
variety. The catch, of course, was that the costs were the employer’s 
expenses and would have been reimbursed had the sales supervisor 
(who was a vice president and was trying to set a good sales example) 
sought reimbursement. Morale: Uncle Sam may help to pay an enter- 
tainment chit, but only for the one whose duty it was in the first place 
to pay the bill—Coplon v. Commissioner, 60-1 ustc § 9425 (CA-6). 


Score ONE for the cause of deferred com- 
pensation without immediate incidence of tax under the theory of 
constructive receipt. In the Sixth Circuit, an employee was held not 
to have constructively received retirement compensation at the time 
it was paid into a trust for his exclusive benefit. There was no right 
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to immediate possession of the funds, nor control over them. The 
employee was to receive the monies, at a monthly rate, only when he 
reached age 65, retired or died. 


It is just possible that this case illustrates the new leniency being 
shown deferred compensation cases these days. Such was exhibited 
by the IRS in Rev. Rul. 60-31 (see Taxes, March, 1960, page 184) when 
a nonacquiescence in the Oates case (53-1 ustc { 9596) was withdrawn 
in favor of an acquiescence. That case held that a retired insurance 
agent’s participation in policy renewal premiums during retirement 
would be taxable only when commissions were received, and the Sixth 
Circuit relied upon the case——Drysdale v. Commissioner, 60-1 ustc 
§ 9415. 


‘ 

I IRE INSURANCE POLICIES, which con- 
tain a clause limiting the insurance company’s liability to a “lost 
profit” total, may nonetheless be simple indemnities against business 
interruption and loss of use and occupancy, Recoveries under such 
policies could therefore be treated as nonrecognizable gains from in- 
voluntary conversions (that is, fire), rather than as ordinary income 
from loss of profits. 


This is the substance of a Sixth Circuit decision, overturning a 
decision of the Tax Court.—Shakertown Corporation v. Commissioner, 
60-1 ustc J 9422. 


Lire TENANTS with the right to income 


from a trust, plus the power to invade the trust corpus to satisfy their 
needs for maintenance, are fiduciaries, says the Ninth Circuit. They 
are trustees for remaindermen and as such are taxable on the capital 
gains realized by the trust on the sale of assets. 


To reach this decision, the Ninth Circuit had to overrule one of 
its own decisions (Cooke, 56-1 ustc § 9166), but that was no deterrent. 
It merely said that in deciding in Cooke that life tenants with the power 
to consume income from a trust and to invade trust corpus were not 
taxable as owners on capital gains realized by the trust, it was not 
saying life tenants could not be taxable as trustees. It was thought 
wise to overrule the Cooke case, however, a step which brought two 
dissents.—U. S. v. De Bonchamps, 60-1 ustc {| 9430. 


Ir YOU WERE ABSENT from work on 
account of illness or injury during the year, but received a generous 
bonus nonetheless, it would be downright accommodating if you could 
attribute part of that bonus to the time you were laid up, and then 
exclude it from gross income as “sick pay.” 

Nice idea, but don’t bother trying it. The Commissioner has just 
published a ruling holding that a bonus may not be pro-rated to a 


period of illness or injury, in order to claim an income exclusion for 
part of it—Rev. Rul. 60-293. 
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Machine Accounting 
for Tax Audit 


By WILLIAM W. EATON 


Machine accounting systems should anticipate all 

tax information which may be needed at a 

later date. Mr. Eaton is vice president of C-E-I-R, Inc., 
a research organization in Arlington, Virginia. 


ORE AND MORE CORPORATIONS are turning to computers 
and high-speed automatic data processing equipment to cope 
with today’s complex accounting needs. 


Still other firms, of all sizes, are contemplating mechanizing their 
accounting operations, either by installing their own ADP systems or 
by making use of computer service organizations. 


The reasons behind this trend are clear-cut: Machine accounting 
systems provide faster reports at lower costs with more efficient 
management control over company operations, all leading to greater 
profit margins. 


In many cases, however, the significant savings produced by 
machine accounting systems are being whittled away because the 
programmers of systems do not take into account the needs of federal, 
state and local taxing authorities; federal regulatory agencies; etc. 


There always has been, of course, a surface conflict between the 
needs of accounting systems and those of tax auditing procedures. 

Accounting systems lump many similar items into over-all sum- 
maries; auditing, for tax or other purposes, must break down these 
summaries to examine the individual items. 

With the advent of machine accounting systems, this conflict has 
apparently deepened. The detailed transactions tend to lose their 
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identity within machine systems more 
so than within manual accounting 
systems. Holes in paper tape or 
punch cards, or magnetized spots on 
magnetic tape, are a far cry from 
handwritten figures or statements. And 
the machines place the individual ac- 
countant and corporate manager—or 
the tax auditor—further removed from 
the original data. 


When the audit trail from the over- 
all summary to the individual item or 
source data becomes too confusing or 
lost entirely, expensive machine re- 
running of the data—or even redesign 
of the machine programming system 

frequently becomes necessary. 


Basically, however, the needs of 
management and those of governmental 
agencies are not incompatible. The 
machine-produced printed records and 
reports that reflect a proper picture 
of operations for management gen- 
erally also serve the needs of the tax 
authorities—but not necessarily. 


For example, what the Internal 
Revenue Service needs, in addition, 
are more complete references to the 
actual source material and documents 
than management itself requires, and 
also a longer retention of these re- 
ports and records. 

Take the problem of depreciation. 
This is a tax item common to vir- 
tually all businesses. The acquisition of 
an asset requires an immediate re- 
cording of the transaction, and finds 
its way to a permanently visible and 
legible record which the machine sys- 
tem produces. 

\n acquisition register usually con- 
tains the following information: de- 
scription of the asset, which includes 


an account number, class and type of 
asset, and location within the plant; 
date of acquisition and projected use- 


ful life; and cost of the asset and a 
provision for depreciable basis after 
consideration of salvage value. 


442 


June, 1960 @ 


This register is one of the visible 
records which must be kept at all 
times both for internal control and 
for possible inspection by federal 
government regulatory and taxing 
agencies. 

Data from the acquisition register 
find their way into the property file. 
From this file, data are processed 
through the machine for various rea- 
sons, the most important of which 
is the need for maintaining a current 
status as to depreciation reserves, 
remaining value and remaining useful 


life. 


This further processing results in 
several printout records or reports, 
such as inventory verification and 
valuation report, asset remaining value 
report, and depreciation expense re- 
port by departments. These are visible, 
readable records used by management, 
and they are also of use to govern- 
mental agencies. 


These printout registers provide a 
much needed audit trail from tax 
return to source document; the ma- 
chine printouts, as well as the source 
documents, should therefore be kept 
as long as their content is material 
in the administration of any federal, 
state and local taxes. Retention of 
such records will avoid unnecessary 
reruns in the event the Internal Rev- 
enue Service or other taxing authori- 
ties propose to examine tax records. 

Wherever the machine 
printouts should contain some coded 
reference to the original source data 
in order to facilitate the audit trail. 
The machine accounting system should 


possible, 


be designed from the outset to pro- 
vide such references. 

A punch card system, for example, 
should provide for the punching of 
coded references in the unused ‘“com- 
ments” 
references, in turn, would eventually 
end up on the printout. 
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Most taxpayers, | believe, are 
becoming more and more 
aware of the results of laws that, 
though sometimes carrying a 
surface appeal, far too 

often add unjustly to the tax 
burdens of the individual. 
—Dwight D. Eisenhower. 


An illustration of a tax item, re- 
quiring proper referencing, that is of 
concern both to the management and 
to governmental agencies is the repair 
account. Data flowing through this 
account are virtually always subject 
to scrutiny by the Internal Revenue 
Service, since there is always a ques- 
tion of whether to capitalize or ex- 
pense any given item. 


Whenever a decision is made, some 
record has to be made as to the dis- 
position of this item. Management 
has notified the coding department of 
its decision in some visible form. When 
the decision been made to ex- 
pense an item, the information is coded 
on punch cards—with proper refer- 
encing to the original source docu- 
ment—and the machine run begins. 


has 


During this machine processing, 
there are steps in the program where 
printouts must be made, such as sub- 
totals by classification of items, by 
departments or by asset accounts. 
These printouts provide a visible link 
in the audit trail and should be re- 
tained with the source document. 


Similarly, management must have 
visible, readable records to aid it in 
Sound 
dictates that bad debts 


forecasting bad debt activity. 
management 
be minimized. Loss of time in record 
searching and interpretation is a “dol- 
lar robber,” too. 

An analysis of the bad debt account 


consideration of all the 
details of the transactions which give 


involves a 


rise to the outstanding account re- 
ceivable. For this reason, great care 
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must be exercised in the record keep- 
ing which originates and maintains 
customer accounts. 

Machine systems have been geared 
to the demands of management to 
supply it with an immediate, on-the- 
spot diagnosis of any account. This 
is accomplished by printouts showing 
historical trial balances, which indi- 
cate, among other things, the paying 
habits of the customer. These trial 
balances enable the controller to set 
up accurate reserves and, in addition, 
allow the collection department to 
anticipate delinquent accounts in 
preparation for delinquent collection 
action. 

This same historical record is the 
basis upon which bad debt deductions 
are computed for tax purposes. For 
that reason, these same records should 
be retained for tax purposes. 


Concomitantly, good advertising 
expense records pay dividends in time 
and money when an internal revenue 
agent comes to call. Normally, man- 
agement is the 
that advertising expenditures 
bear to sales than it is in the account- 
ing and tax procedures relating to 
such items. 


more interested in 


ratio 


But careful record keep- 
ing, planning and record retention 
pay an accounting dividend. 


In a well-designed application, ad- 
vertising expense records should re- 
flect a visible and legible history of 
the nature of the expenditure, the 
amount, and to whom and where it is 
paid. Again, this demands that code 
references and source documents be 
retained and related to printout registers 
for ready identification and analysis. 


Most public accountants are fully 
aware of what may be required by 
taxing authorities. 
new machine accounting system, there- 


In designing a 


fore, it is vital to bring the system 


designer and the programmer into 
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proper contact with the accountants 
in order to anticipate all of the tax 
information that may be needed. This 
may add somewhat to the complexity 
of the system and the computer pro- 
gram, but the additional cost of pro- 
gramming the system correctly is 
negligible compared with the costs 
that may be incurred at a later date 


their programs will now produce; if 
the system does not turn out sufficient 
printouts or visible records, changes 
should be made in the program in 
preparation for auditing needs. It 
will cost far less to make the neces- 
sary programming changes than to 
waste valuable machine-time and 
managerial search-time. 


if the machine system cannot readily 
provide information required for tax 
audits. 


In the long run, programming a 
machine accounting system in advance 
to supply needed tax information is 
an economy and efficiency measure 
for both the government and the cor- 
poration. [The End] 


Corporations 
automatic data 
should take 


that already have 
processing systems 
careful stock of what 


COMING OF THE COUNTY 
The county may some day be performing the administrative func- 
tions of the school district, the township, the town, and other subcounty 
units of government all over the nation. According to Mabel Walker, 
executive director of Tax Institute, Inc., reporting in Tax Policy, a journal 
of the institute, the coming of the county is not far off. 


The small size of various taxing districts—school district, township, 
etc.—is the reason why the county, a larger unit, is more apt to survive 
today’s tax load. Take, for example, the case of the fortunate resident in 
a debt-free community that has much of its taxes paid by large industrial 
plants located in the school district. Two miles north, in another school 
district, lives an unfortunate resident of a debt-ridden community that 
has no industrial plants within its school district. The taxpayer in one 
little unit of government gets good schools at low cost while the tax- 
payer in the adjacent unit gets bad schools. One large unit, a county, 
might bring equity. 

Miss Walker tells of a study, made in Ohio, which gives actuality 
to the above hypothetical case. It seems that differences in property 
valuation per pupil in one county varied from $4,700 in one school district 
to $238,000 in another—a more than 50-to-1 ratio among school districts 
within the same county. 

Transportation, water and sewerage, and police and fire protection 
are other subcounty functions where waste and inefficiency are the results 
of fragmentated governmental units. 


The county, in most cases, is large enough to be an efficiently per- 
forming governmental unit. However, before it can take over the role 
of subcounty units, the county must (1) abandon the fee system for a 
more just method of remuneration, (2) eliminate inequities in personal 
and real property taxes and (3) eliminate part-time elected assessors who 


are often unfair. Finally, counties will have to become more independent, 
financially. 
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Worthless Securities and 
the Technical Amendments Act 


By LAURENCE GOLDFEIN 


This article discusses two relatively new sections, 1242 and 1244, 

which were enacted into the Code by the 

Technical Amendments Act and the Small Business Tax Revision Act. 
These sections might create administrative difficulties 

of determining if the companies involved are small business 

investment companies or if the corporations can qualify as small business 
corporations. The author is a member of the New York bar. 


RIOR TO THE ENACTMENT of the Revenue Act of 1938, 

there was no specific recognition of worthless stock losses. Gov- 
erning their deductibility were the general provisions of the revenue 
laws which allowed individuals deductible ordinary losses if the loss 
was incurred in a trade or business or if incurred in a transaction 
entered into for profit though not connected with a trade or business.’ 
Since the 1938 act, such losses sustained during a taxable year are 
to be treated as capital losses and not ordinary losses.? Qualifications 
were made in the Technical Amendments Act of 1958 and the Small 
Business Tax Revision Act of 1958 whereby all losses due to the sale, 
exchange or worthlessness of stock of small business investment com- 
panies and small business corporations, as defined in 1954 Code Sec- 
tions 1242 and 1244, are to be treated as ordinary losses. 


Section 165(g)—General Provisions on Worthless Securities 
Except for the fact that under the new act there will be an 
ordinary loss in certain situations, the rules concerning worthless 
securities, whether they be Section 1242 or 1244 stocks or not, remain 
the same. Section 165(g) of the 1954 Code, which is the basic pro- 
vision for losses on worthless securities, applies to securities which 
are defined to include (1) shares of stock, (2) rights to subscribe to 
shares of stock and (3) bonds, notes, certificates, or other evidences 
of indebtedness issued by a corporation or by a government or one 
of its political subdivisions with interest coupons or in a registered 








* Revenue Act of 1936, Sec. 23(e) and (f), 26 USC Sec. 23(e) and (f), and 
corresponding sections of prior acts. In the case of a corporation, an ordinary 
loss was also allowed for worthless securities. See Echols v. Commissioner, 3 ustc 
{ 983, 61 F. 2d 191 (1932). See also 8 Fordham Law Review 199. 

* Revenue Act of 1938, Sec. 23(g), 26 USC Sec. 23(g) (Supp., 1938); Internal 
Revenue Code of 1939, Sec. 23(g); Internal Revenue Code of 1954, Sec. 165(g¢). 
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form.* The security must have been 
acquired for profit-making purposes. 
If a taxpayer was to invest in a golf 
club and if the received 
became worthless, no deduction would 


securities 


be allowed since the security was not 


purchased with profit-making 


intent.* 


any 


These capital losses arising from 
securities becoming worthless can only 
be utilized to offset capital gains which 
the taxpayer realized in a current 
year, with any excess being an offset 
against ordinary income, in an amount 
exceeding $1,000 in any year.® 
Revenue Code also 


not 
3ut the Internal 
provides that any excess after the 
$1,000 offset against ordinary income 
may be carried forward for a period 
up to five years.® 

The allowed loss is deemed to have 
occurred on the last day of the tax- 
able year.’ If a stock is purchased in 
December of one year and becomes 
worthless in January of the next year, 
a long-term capital loss is sustained.* 
However, if the taxpayer purchased 


the security less than six months 


prior to the close of a taxable year 
and the worthlessness is determined 
to have occurred in the same taxable 
year, a short-term capital loss is cre- 
ated. Section 165(g) applies only 


where securities become “wholly” 


worthless; partial worthlessness will 


not suffice. In Coyle v. Commissioner, 


the corporation’s stock was held not 
worthless even where the assets were 


Code Sec. 165(g)(2). 

*See John H. Amen, CCH Dec. 16,562(M), 
7 TCM 577 (1948), aff'd per curiam, 49-2 
ustc § 9466, 177 F. 2d 513 (CA-2). Stock in 
a corporation owning and operating a co- 
operative apartment house was held to have 
been acquired as an incident to the securing 
of a place to live, and not as an investment. 

’ Code Sec. 1211. 

® Code Sec. 1212. 

* Code Sec. 165(g)(1). 

*A long-term capital loss is defined as a 
“loss from the sale or exchange of a capital 
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shrinking and its operations expiring 
since the corporation was not insolv- 
ent, was making a small income and 
was still scouting for new business.'’ 
The court stated that “mere shrink- 
age in value does not ordinarily form 
a basis for a deductible loss.” 
Section 165(g) losses are to be 
distinguished from losses.arising from 
bad debts under Section 166, which 
applies to debts not evidenced by a 
security as defined in Section 165(g). 
Insofar as nonbusiness debts, which 
are defined as “a debt other than (A) 
a debt created or acquired (as the 
case may be) in connection with a 
trade or business of the taxpayer; or 
(B) a debt the loss from the worth- 
lessness of which is incurred in the 
taxpayer's trade business,” are 
concerned, a short-term capital loss 
will result where the debt becomes 
within the taxable year. 
3ut in the case of a business bad debt, 


or 


worthless 


a full ordinary deduction against in- 
come is allowed in the year in which 
the debt becomes worthless, further- 
more, the Secretary or his delegate, 
when satisfied that an obligation is 
recoverable only in part, may allow a 
deduction in an amount not in excess 
of the part charged off within the tax- 
able year.” 

Even prior to the new sections there 
were exceptions to this general rule 
of capital loss treatment for worthless 
securities. The most significant of 
the exceptions is the rule pertaining 


asset held for more than six months, if and 
to the extent that such loss is taken into 
account in computing taxable income.” 
(Céde Sec. 1222.) 

*A short-term capital loss is defined as 
a “loss from the sale or exchange of a cap- 
ital asset held for not more than six months, 
if and to the extent that such loss is taken 
into account in computing taxable income.” 
(Code Sec. 1222.) 

® 44-1 ustc J 9327, 142 F. 2d 580 (CA-7). 

“Code Sec. 166(a)(1)-(2), (d)(1)-(2), 
and (e). 
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. . . we must resist the temptation, 
this year or any year, to overspend 
the taxpayer's hard-earned 

dollars and overcentralize 
responsibilities in the Federal 
Government. If we fail in this, 

we will weaken our hope of ever 
controlling Federal extravagance 

. . . . —Dwight D. Eisenhower. 


to affiliate corporations. Under the 
Code a domestic corporation which 
has stock in an affiliate will get an 
ordinary loss for worthlessness of the 
stock. A corporation will be deemed 
an affiliate if at least 95 per cent of 
each class of its stock is owned 
directly by the taxpayer corporation 
and if more than 90 per cent of its 
gross receipts for all taxable years 
has from other than 
royalties, rents, dividends, interests, 


been sources 
annuities and gains from sales or ex- 
changes of stocks and _ securities.’ 
The Tax Court has not allowed ordi- 
nary loss treatment where a taxpayer 
originally owned 76 per cent of a 
corporation and purchased the remain- 
ing 24 per cent of worthless stock in 
order to create an ordinary deduction 
rather than purchasing for business 
purposes even though the taxpayer 
now held stock of a wholly owned 
subsidiary.** The words “royalties,” 


“rents,” “dividends,” “interest,” etc., 
have been given broad interpretation, 
as was expressed in Schuylkill Transit 


Company v. Rothensies: 


“It seems to us that in this age 


of expanded business and the many 


forms under which it is conducted, 
when the term rents appears in the 
Internal Revenue Code, it is to be in- 
terpreted in its broader sense unless 
the contrary clearly appears.” ™* 

It is apparent that beneficial treat- 
ment may not be utilized to as great 
an extent as anticipated, since a great 
many affiliated companies, although 
qualified in all other respects, never- 
theless fail because they receive more 
than 10 per cent of their income from 
these broadly interpreted sources.” 

The Code excepts from the 
general rule losses of a bank due to 
the worthlessness of stock of an af- 
filiated bank. A bank is affiliated if 
the taxpayer owns at least 80 per cent 
of each class of its stock. If this con- 
dition is met, the is deductible 
in full and not limited to capital loss 
treatment. Again if a security—bond, 
debenture, note or certificate of in- 
debtedness issued by a corporation 
or by a government or political sub- 
division thereof—which is owned by 
a bank becomes worthless, a bad debt 
deduction is in order, and the capital 
loss limitations do not apply." 


also 


loss 


In order to obtain the loss deduc- 
tion under Section 165(g), the tax- 
payer must show his cost or other 
basis of the worthless security. In 
Harry Symons, the court held that 
the showing of the value of the stock 
as of March 1, 1913, is not the show- 
ing of the cost of the stock or the 
loss sustained, but rather is merely 
the indicating of a limitation upon 
the amount of gain or loss that other- 
wise may arise.’* It is essential that 





™ Code Sec. 165(g)(3). “Rents” do not 
include those derived from renting proper- 
ties to employees of the corporation in the 
ordinary course of its operating business. 
Interest received on the deferred purchase 
price of operating assets sold is also not 
included. 

* Hunter Manufacturing Corporation v. Com- 
missioner, CCH Dec. 20,058, 21 TC 424 
(1953) (the stock was worthless at the time 
of acquisition of the additional 24 per cent). 
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“53-2 ustc § 9524, 115 F. Supp. 594 (DC 
Pa.). 

* See 25 Tennessee Law Review 235, 236- 
237 (1958). 

* Code Sec. 582. 


“CCH Dec. 3898, 11 BTA 886 (1928). 
See also D. C. Clarke, CCH Dec. 6726, 22 
sTA 314 (1931). 





the first step the taxpayer must make 
is to prove the facts showing that a 
loss was actually sustained. 

The cause of the greatest amount 
of litigation in this field has involved 
the determination of the year in which 
the sustained. It has been 
suggested by Judge Augustus N. Hand: 


loss is 


“In cases like this the taxpayer is 
at times in a very difficult position in 
determining in what year to claim a 
loss. The only safe practice, we think, 
is to claim a loss for the earliest year 
when it may possibly be allowed and 
the claim in subsequent 
years if there is any reasonable chance 


to renew 


of its being applicable to the income 


for those years.” - 


The reason for the vast amount of 
litigation in this area stems from the 
taxpayer's desire to obtain the great- 
est amount of tax benefit and, thus, 
when a security becomes 
worthless based on these desires. On 


adjudge 


the other side, the Commissioner of 
Internal Revenue is trying equally to 
benefit his client—the government— 
by bringing in large revenue; this is 
aided many times by a determination 
of a year of loss which is opposite 
from the taxpayer's conclusion. The 
courts, in settling these disputes, have 
looked to whether an identifiable event 
The 


basic condition underlying all worth- 


had occurred during the year. 


less stock cases has been the identi- 
fiable event of insolvency during a 


year.*® Other events occurring dur- 


the year, such as a corporation’s go- 
ing into receivership or bankruptcy, 
operating at a loss, ceasing business 
or liquidating, have all been held to 
constitute an identifiable event when 
coupled with insolvency.”? This 
question of worthlessness is one of 
fact and it is not easy to extract the 
factual element which was considered 
conclusive in fixing the year of de- 
ductibility. It should be understood 
that those factors which point to an 
identifiable event are merely intended 
to point up the more significant ele- 
ments to be considered in reviewing 
the facts present in any particular 
case." Thus, if a distressed corpo- 
ration, without liquidating value, never- 
theless has reasonable hope and 
expectation that in the future it may 
acquire a value through foreseeable 
operations, this corporation has po- 
tential value; while such a potential 
value exists, the stock cannot be said 
to be worthless.*? 

The sale of the security at a nominal 
price in a year later than the year 
in which the identifiable event occurred 
has been a source of attempted manipu- 
lations of losses. In De Loss v. Com- 
missioner, the corporation’s business 
was at an end in 1920, the company 
was dissolved in that year, and the 
creditors could not be paid in full. In 
1921, the taxpayer sold his securities 
of the corporation at a nominal price 
and tried to get the loss deduction in 
this later year. In deciding this did 


not create a loss in 1921, but rather 





*" Young v. Commissioner, 41-2 ustc § 9744, 


123 F. 2d 597, 600 (CA-2). 
” For stock 
ency creditors’ 


worthless insolv- 
that are in 


excess of assets so that no equity remains 


purposes, 
means claims 
For cases in which in- 
solvency was the identifiable event, see, for 
example, Mahler v. Commissioner, 41-1 ustc 
9 9474, 119 F. 2d 869 (CA-2); Ansley v 
Commissioner, 54-2 ustc § 9691, 217 F. 2d 
252 (CA-3). Cf. Tstvoglou v. U. S.. 1 
q 383, 31 F. 2d 706 (CA-1, 1929). 
Lambert v. Commissioner, 40-1 ustc 
| 9129. 108 F. 2d 264 (CA-10, 1939) (identi- 
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fiable events were the filing of a voluntary 
petition in bankruptcy and a receiver’s being 
appointed); Cass v. Helvering, 36-2 vustc 
7 9359, 83 F. 2d 841 (CA-8) (railway com- 
pany operating at a loss for a number of 
years); Industrial Rayon Corporation v. Com- 
missioner, 38-1 ustc § 9108, 94 F. 2d 383 
(corporation insolvent and abandoning its 
business). 

* Mertens, Law of Federal Income Taxa- 
tion (1956), Vol. 5, p. 223. 

* Smith v. Helvering, 44-1 ustc § 9201, 141 
F. 2d 529 (CA of DC); Cooley Butler, CCH 
Dec. 12,150, 45 BTA 593 (1941). 
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that the loss was sustained in 1920, 
the court said: 

“True, it was not possible to say 
beyond imaginable peradventure that 
these assets might not be snatched at 
by some impressionable buyer, who 
did not share their owners’ estimate 
of their value. But any such expecta- 
tion was plainly illusory, and taxes, 
like other human affairs, must be 
determined without the gift of divina- 
tion.” * 

In Gilbert H. Pearsall, where a cor- 
poration was insolvent in 1921, unable 
to collect part of its accounts re- 
ceivable, unable to market its manu- 
factured product, and the shareholders 
did not have enough confidence to 
invest additional money, the Com- 
missioner, not the taxpayer, tried to 
establish the loss in a later year since 
someone had purchased the stock in 
the following year. It was the opinion 
of the court: 

“The fact that petitioner found 
some one in the following year who 
was willing to take a flyer on the 
stock at a nominal price does not 
change the situation or make the loss 
any the less definite and ascertained 


in the prior year.” ** 


The problem of determining when 
a security is worthless is one which 
puts taxpayers to the task of estab- 
lishing a value in the security at the 
end of the preceding taxable year, 
pointing to an identifiable event which 
occurred within the taxable year and, 
finally, that no 


showing potential 


value yet exists.2° This burden will 
carry over to owners of small busi- 
ness investment company stock and 
small business corporation stock. Many 
taxpayers sell if their securities are 
on the verge of complete worthless- 
This is done to establish a 
definite loss rather than leaving them- 
selves the difficult task of proving 
when they become absolutely worth- 
Section 6511(d) provides some 
relief by allowing a taxpayer seven 
years in which to file a claim for re- 
fund involving worthless securities 
instead of the usual three-year period.”® 


ness. 


less. 


Section 1242—Losses on Small 
Business Investment Company Stock 
In 1958 Congress passed the Small 
Business Investment Act.** This 
statute is designed to make equity 
capital and long-term credit more 
readily available for small business 
concerns. In furtherance of this pur- 
pose, the act provides for the forma- 
tion of small business investment 
These companies are au- 


companies. 
thorized to provide equity capital to 
small business concerns through pur- 


chase of convertible debentures. The 
investment companies are to be financed 
themselves with a paid-in capital and 
surplus of at least $300,000.2*° The 
Small Business Investment bill of 1958 
initially contained certain tax pro- 
visions relating to the tax treatment 
of these proposed investment com- 
panies. However, these provisions 
were withdrawn and included in the 
Technical Amendments Act.”® 





*1 ustc J 333, 28 F. 2d 803, 804 (CA-2, 
1928). 

* CCH Dec. 3500, 10 BTA 467, 469 (1928). 

* Julian M. Livingston, CCH Dec. 12,422, 
46 BTA 538, 550; Roosevelt Investment Cor- 
poration, CCH Dee. 12,128, 45 BTA 440, 456 
(1941); see work cited at footnote 15, at 
p. 245. 

*® Code Sec. 6511(d). 

* Small Business Investment Act of 1958, 
P. L. 85-699 (August 21, 1958). 
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* Technical-amendments bill of 1958, Senate 
Committee on Finance, Rept. 1983 (1958), 
p. 80. A smail business investment company 
may be formed by ten or more persons, sub- 
ject to approval of the Small Business Ad- 
ministration. The SBA may advance a 
maximum of $150,000 to any company by 
purchasing subordinated debentures, and 
such debentures are to be considered a 
part of capital and surplus (Small Business 
Investment Act (1958)). 

* Code Sec. 1242. 
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New Section 1242 provides: “If— 

“(1) a loss is on stock in a small 
business investment company operat- 
ing under the Small Business Invest- 
ment Act of 1958, and 

“(2) such loss would (but for this 
be a the sale or 
exchange of a capital asset, 


section ) loss from 

“then such loss shall be treated as a 
loss from the sale or exchange of 
property which is not a capital asset.” 

Thus, Section 1242 allows ordinary 
loss treatment on the stock of small 
investment companies for 
losses which would otherwise be con- 
sidered capital losses.*° Furthermore, 
the Code also states that such losses 
are to be treated as losses attributable 
to a trade or business of the taxpayer 
Section 172 of the Code 
is concerned.*? Section 172 of the 
1954 Code net operating 
carry-back to each of the three tax- 
able years preceding the taxable year 


business 


insofar as 


allows a 


of the loss and a net operating loss 
carry-over to each of the five taxable 


years following the taxable year of 
the loss.* 
Section 172, 


1242 losses are treated as losses at- 


Since, for the purposes of 
these 1954 Code Section 
tributable to a trade or business, 
Section 172(d)(4), relating to non- 
business deductions of taxpayers other 
than corporations and limiting the ef- 
fect of such deductions in computing 
the net operating loss carry-back and 
rendered 


carry-forward, is inappli- 


cable.** 


Section 1244—Losses 
on Small Business Stock 


As with Section 1242, Section 1244 
allows ordinary loss treatment on the 
sale, exchange or worthlessness of 
small business stock which would be 
treated as a capital loss if it were not 
for this section. This special treat- 
ment is allowed only if the Section 
1244 stock was issued to the individ- 
ual suffering the loss or to his part- 
nership. The loss is not available to 
trusts or estates;*° corporations; 
shareholders who acquire the stock 
in exchange for services; or trans- 
ferees of the original purchaser.*® 
Further, the loss on stock issued to a 
partnership and distributed in dis- 
solution to an individual partner does 
not qualify since, at the time of the 
loss, the stock must be held by the 
individual or partnership to whom it 
was issued.** If stock is issued to a 
partnership and the partnership sus- 
tains the the individuals may 
pick up on their personal returns their 
proportionate share of the Section 
1244 loss and add this to their per- 
sonal Section 1244 loss if they have 
incurred any during the year. The 
loss is available if the stock is issued 
through an underwriter who acts as 
agent for the issuing corporation as 
long as the stock is not issued to 
such underwriter.** 


loss, 


Section 1244 stock losses, as were 
Section 1242 losses, are to be treated 
as attributable to a trade or business 
of the taxpayer. The losses are ordi- 





*“S. Rept. 1983 (1958), p. 209. 

* Code Sec. 1242. 

“Under prior law, a net operating loss 
could be carried back and offset against 
income of the two years preceding the year 
of the The Technical Amendments 
Act of 1958 extended the carry-back period 
from two to three years. 

*S. Rept. 1983 (1958), p. 209. 

** Added by the Smail Business Tax Revi- 
sion Act of 1958. 

* Code Sec. 1244(d) (4). 
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* Small Business Tax Revision Act of 
1958, House Committee on Ways and Means, 
85th Cong., 2d Sess., Rept. 2198 (1958), p. 8 
(a corporation cannot receive ordinary loss 
treatment under this section); Code Sec. 
1244(c)(1)(D) (stock was issued for money 
or other property); Code Sec. 1244(a) (loss 
must be sustained by the person to whom 
the stock was issued). 

* Technical Amendments Act of 1958, 
Conference Committee Rept., 85th Cong., 
2d Sess., p. 43 (1958). 

* H. Rept. 2198 (1958), p. 9. 
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nary operating losses and under the 
rules of Code Section 172 may be con- 
verted to net operating losses. Unlike 
Section 1242, Section 1244(b) pro- 
vides that the losses shall be allow- 
able only to the extent of $25,000 on 
a separate return and $50,000 on a 
joint return of husband and wife. If 
a partnership of three incurs a $90,000 
Section 1244 loss and one of the part- 
ners has a $30,000 personal Section 
1244 loss, this partner will be allowed, 
on his personal return, a $50,000 ordi- 
nary loss and a $10,000 capital loss. 


“Section 1244 Stock” Defined.—In 
order to qualify as Section 1244 stock, 
a domestic corporation must issue 
common stock pursuant to a plan 
adopted at some date after June 30, 
1958. There cannot be any prior 
offering of stock outstanding at the 
date of adoption of the plan. If there 
is, it should be withdrawn prior to 
the adoption date of the qualifying 
plan. However, if qualifying stock is 
issued, and before all of this stock 
is issued there is a subsequent offer- 
ing of non-Section 1244 stock, only 
the Section 1244 stock issued after 
the nonqualifying stock will be dis- 
qualified.*® 

It is provided that the corporation, 
in order for its stock to qualify, must 
have derived, for its most recent five 
years of operation—or for a lesser 
period if in existence for less than five 
years—less than 50 per cent of its 
“aggregate gross receipts” from an- 
nuities, dividends, interest, rents, 
royalties, and gains from the sale of 
stocks or securities.*° This presents 
the problem of whether “aggregate 


gross receipts” has the same meaning 
as “gross income” which is defined in 
Section 6la. If it does, then the total 
sales of the corporation would not be 
its aggregate gross receipts, but rather 
it would be total sales less the cost 
of goods sold as per regulations cover- 
ing Section 6la.*? But it would ap- 
pear that Congress, in using the term 
“aggregate gross receipts,’ intended 
it not to have the same meaning as 
“gross income” or else it would have 
explicitly used the latter term.** 
“Small Business Corporation” De- 
fined.**—The final qualification of 
small business stock is that it be issued 
by a corporation which was a small 
business corporation at the time of 
adoption of the plan. A small busi- 
ness corporation is one in which, at 
the time of adoption of the plan, (1) 
the amount of stock offered under the 
plan plus the value of money and 
other property received by the cor- 
poration after June 30, 1958, for stock 
or as a contribution to capital or as 
paid-in surplus does not exceed 
$500,000 and (2) the amount of stock 
which is offered under the plan plus 
the equity capital of the corporation 
does not exceed $1 million. In (1) 
the term “property” means the amount 
of property taken into the corporation’s 
accounts at its adjusted basis for 
determining gain as of the adoption 
of the plan reduced by any liabilities 
to which the property was subject or 
which were assumed by the corpo- 
ration at such time. In (2), the amount 
of the equity capital is the sum of its 
money or other property at its ad- 
justed basis for determining gain as 
of the adoption of the plan less the 





* Code Sec. 1244(c). 

“ Code Sec. 1244(c)(1)(E). If a corpora- 
tion has not been in existence for one tax- 
able year before the date of the loss, then 
the 50 per cent requirement must be met 
for the months it was in existence. This re- 
quirement in subsection (E) need not be 
met if deductions (except for certain listed 
ones) exceed gross income. 
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"Reg. Sec. 1.61-3 (1954). See 9 Journal 
of Taxation 196 (1958). 

“Code Sec. 165(g)(3)(B). The phrase 
“aggregate of gross receipts” is used. Under 
prior law, the phrase used was “gross in- 
come,” which meant after cost of goods sold. 

* Code Sec. 1244. 





the indebtedness of the 
corporation. Such indebtedness does 
not include any amounts owed to 
shareholders of the corporation. 


amount of 


To best clarify these two technical 
rules, an illustration is appropriate: 
Suppose a corporation, as of June 30, 
1958, has $400,000 of money or other 
property over corporate indebtedness. 
In December, 1958, the corporation 
issues $100,000 worth of non-Section 
1244 stock. On January 1, 1959, the 
corporation adopts a plan offering 
$400,000 of Section 1244 stock. The 
stock offered under the plan would 
conform to (1), above, since the amount 
of Section 1244 stock ($400,000) plus 
the other property received from June 
30, 1958, to January 1, 1959 ($100,000), 
not exceed $500,000. Further, 
(2) is satisfied, since the amount of 
Section 1244 ($400,000) plus 
the amount of equity capital as of the 
date of adoption of the plan ($400,000 
plus $100,000) does not exceed $1 
million. 


dk eS 


stock 


The corporation need only be a 
small business corporation at the time 
of adoption of the plan and need not 
be one when the stock is actually is- 
sued nor when the loss occurs. The 
plan must offer the stock for a period 
specified in the plan, which period 
may not later than two years 
after the date of adoption. The plan 
does not obligate the corporation to 
issue any stock, but simply permits 
it to offer any amount of Section 1244 
stock up to the maximum specified in 
the plan. 


end 


A question arises as to 
whether stock offered during the 
period but issued after the period 
qualifies as Section 1244 stock. The 
section merely states that the plan 
must provide for an offering of the 
stock during the period, and does not 
provide that it must be issued by that 


time. Hence, the question apparently 


is answered by the section itself. 





“ Code Sec. 1244(d). 
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Special Rules.** — Special situations 
which may arise are covered by Sec- 
tion 1244(d). The first of these 
situations occurs when the taxpayer 
contributed property, in exchange for 
Section 1244 stock, having an ad- 
justed basis for determining loss ex- 
ceeding its fair market value at that 
time. Upon the sale, exchange or 
worthlessness of the stock, the Sec- 
tion 1244 loss is limited to the excess 
of the fair market value of the prop- 
erty when exchanged less the amounts 
received from the Section 1244 stock. 
The remaining loss, if any, is treated 
as a capital loss. Thus, if the taxpayer 
exchanges property with a fair market 
value of $10,000 and an adjusted basis 
of $12,000 and he sells it at $9,000, 
the taxpayer incurs a $1,000 Section 
1244 ordinary loss and a $2,000 capital 


loss. 


The new act also provides for the 
situation where a taxpayer increases 
the basis of his Section 1244 stock 
through contributions to capital. Here, 
in computing the amount of Section 
1244 loss, any increase in the basis of 
such stock shall be treated as allo- 
cable to stock which is not Section 
1244 stock. The application of this 
rule is illustrated in the committee 
report of the section. Where a tax- 
payer pays $10,000 for this Section 
1244 stock and later makes a capital 
contribution of $2,000, the loss on a 
sale for $9,000 would be a Section 
1244 ten twelfths of $3,000 
($2,500) and a capital loss of two 
twelfths of $3,000 ($500).4° A ques- 
tion not answered by the committee 
What Section 1244 loss, 
if any, is created under the above 
facts if the stock was sold for $11,000? 
Following the committee’s rationale, 
there would be a $833 Section 1244 
loss (ten twelfths of $1,000) and a 
$167 capital loss (two twelfths of 
$1,000). However, this seems hardly 


* H. Rept. 2198 (1958), pp. 10-11. 
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loss of 


report is: 








likely, and more probably there will 
be no Section 1244 loss at all and a 
$1,000 capital loss. 


Section 1244 stock, in order to qualify, 
must be received in exchange for 
money or other property not includ- 
ing stock and securities of other cor- 
porations.*® This is, however, subject 
to exceptions.*7 Where new common 
stock is received and takes on the 
same basis, in whole or in part, as 
old Section 1244 stock, this new se- 
curity qualifies under Section 1244 
as long as, at the time of the loss, the 
new stock meets the aggregate gross 
receipts test. Also, where there is a 
reorganization by mere change of 
identity, form or place of organiza- 
tion under Code Section 368(a)(1)(F), 
the new stock received in exchange 
for the qualifying Section 1244 stock 
shall be treated as meeting Section 
1244 requirements. For purposes of 
meeting the aggregate gross receipts 
and the $500,000 capital tests, a “suc- 
cessor corporation in a reorganization 
described in Section 368(a)(1)(F) 
shall be treated as the same corpora- 
tion as its predecessor.” ** 


Consequences of New Act 


Although not limited to new corpo- 
rations, Section 1244 will be a boon 
to investors in such corporations. This 
is so since it is the early years which 
are the most crucial in the life of.a 
business. Certainly, investments in 
new corporations carry a greater risk 
than investments in established ones. 
Allowing a full ordinary loss with 


operating carry-back and _ carry- 
forward rights will urge taxpayers to 
take advantage of the new section. 
The fact that a corporation outgrows 
the small business corporation defini- 
tion does not deprive the taxpayer of 
the right to deduct, as ordinary losses, 
the loss on stock which did qualify at 
the time the plan was adopted.* 

It is the opinion of some writers 
that this new provision will reduce 
greatly the litigation concerning “thin 
corporations.” °° A thin corporation is 
one which is organized with a mini- 
mum of capital and substantial bor- 
rowing from the stockholders.®* Prob- 
lems arise as to whether these “loans” 
are truly indebtedness or whether they 
are contributions to capital. If they are 
found to be the latter, the loss is con- 
sidered to result from worthlessness 
of stock and is given capital loss 
treatment. Section 1244 would not 
cover such determined stock. If it 
is considered a bona-fide loan, it must 
be decided whether it was a business 
debt or a nonbusiness debt. It must 
be borne in mind that a taxpayer 
will not be considered to have made 
a business loan merely because he 
advances money to a corporation of 
which he is an officer and a sub- 
stantial stockholder.®* If the corpora- 
tion originally had issued Section 1244 
stock and the corporation later went 
sour, the stockholders would be as- 
sured of an ordinary loss. This would 
be preferred to battling with the In- 
ternal Revenue Service in determin- 
ing whether a bona-fide loan was a 





“ Code Sec. 1244(c)(1)(D). See footnote 
36. 

* Code Sec. 1244(d) (2). 

“ Code Sec. 1244(d)(2). In all probability 
the regulations shall make these exceptions 
applicable to common stock dividends. In 
fact, the House Ways and Means Com- 
mittee illustrates the application of the rules 
to nontaxable stock dividends and points 
out that if an individual owns both Section 
1244 stock and non-Section 1244 stock, a 
proportion of the new shares received must 


Worthless Securities 


be allocated to each (H. Rept. 2198 (1958), 

“Code Sec. 1244(c)(2). The corporation 
need only be a small business corporation 
at the adoption date of the plan. 

26 Detroit Lawyer 119 (1958); 9 Journal 
of Taxation 194 (1958). 

* See 5 Tax Law Review 424 (1950). 

*® Nicholson v. Commissioner, 55-1 vustc 
7 9129, 218 F. 2d 240 (CA-10, 1954); Jan 
G. J. Boissevain, CCH Dec. 18,522, 17 TC 
325 (1951). 
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business debt or a nonbusiness debt. 
For this reason, it is argued that 
there will be a shying away from 
these thin corporations in favor of 
equity financing, by way of Section 
1244 stock, so as to reap the benefits 
in case of future losses.** 


The effect of what happens when 
and if a corporation goes sour is, how- 
ever, not the only consideration when 
money is advanced to a corporation. 
Investors usually expect a corpora- 
tion to be successful or else they would 
not advance the money. If the ven- 
ture is successful, debt financing has 
several impressive benefits which equity 
financing does not afford, Assuming 
that the corporation is free from at- 
tack as thinly incorporated, debt 
financing allows the taking of the 
profits out of the corporation tax-free 
by way of repayment of loans where- 
as, if the corporation was financed 
through stock, any profits distributed 
to shareholders would be subject to 
ordinary income tax as dividends.™* 
If they were not distributed as divi- 
dends, the corporation might be troubled 
by the excess accumulated earnings 
tax.°> A further advantage of debt 
financing occurs because interest may 
be paid on the corporate indebtedness 
and be deducted from profits.°* Where 
the financing is equity, these pay- 
ments out of profits will not be de- 
ductible by the corporation and will 
be taxable to the shareholder. 


It will depend on the specific facts 
concerning the nature of the business 
and tax brackets of the investors in 
determining whether Section 1244 
will be taken advantage of. If the 
venture is a long shot with a good 
chance that it will never get on its 
feet, the section may be used most 


% 26 Detroit Lawyer 119 (1958); 22 Queens 
Bar Bulletin 44 (1958). 

* Code Sec. 6la. 

*® Code Sec. 531-537. 

* See 22 Queens Bar Bulletin 44 (1958). 

* Code Secs. 1371-1377. 
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beneficially. Another instance where 
it will be useful to use the section will 
be where the investors are not, and do 
not expect to be, in high tax brackets. 
If this is the situation, the distribu- 
tions from the corporation which are 
taxed as dividends will not be un- 
desirable. 


The Technical Amendments Act of 
1958 also has a provision for allowing 
certain qualifying corporations to 
elect to be taxed as partnerships.®’ 
The election allows the protection of 
limited corporate liability with the 
opportunity of getting the corpora- 
tion’s losses as ordinary and personal 
to the shareholders and without argu- 
ment as to the year of worthlessness.** 
However, not all corporations can 
qualify for the election, and it would 
seem advisable to take advantage of 
Section 1244 in case circumstances 
will not allow the election or where 
it will not be beneficial to elect. The 
benefits of the two new provisions 
are not mutually exclusive, and con- 
sideration should be given to using 
both whenever circumstances permit.®® 


Even prior to Section 1244 it was at 
times advantageous to sell stock on a 
selected date for some proceeds no 
matter how small.®%° This assured 
the taxpayer of a capital loss in a 
specific year, particularly if it is un- 
certain as to whether the security is 
absolutely worthless. This advantage 
is magnified by Section 1244, since 
the taxpayer can choose the year in 
which his ordinary loss will be most 
beneficial to him. Under Section 267 
of the Internal Revenue Code, losses 
on sales to brothers, sisters, spouse, 
ancestors and lineal descendants are 
disallowed. However, it may be possi- 

(Continued on page 494) 





*9 Journal of Taxation 263 (1958). 

"9 Journal of Taxation 322, 324 (1958). 

® See J. Henry Landman, “Taxes on Secu- 
curity Transactions,” 35 Taxes 29, 39-40 
(January, 1957). 
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Timber Depletion 


By ALLEN FINKENAUR 


This article discUsses Code Section 631, which deals with special rules 

of computing depletion for, timber properties, because the ordinary 
percentage depletion is not applicable to timber properties. The author 
illustrates his method of handling book entries, and explains 

the advantages of varying the cutting operations between high- and 

low-cost timber. He also explains (1) when it is advantageous taxwise to slow 
or stop cutting and (2) what adjustments are to be made because of fluctuation 
in the quantity of inventory from year to year and the fluctuation 

of the fair market value of the timber used in the adjustments. 

Mr. Finkenaur is with Ryder System, Inc., in Miami, Florida. 


HERE IS A GREAT DEAL of misunderstanding in regard to 

the arithmetical computation and the tax return entries that are 
necessary after a company elects to use Section 631 of the 1954 Internal 
Revenue Code. Many people think that this section gives the taxpayer 
a special statutory depletion similar to that accorded mineral and oil 
income under 1954 Code Section 613. Instead of giving the taxpayer 
in the timber business a statutory depletion rate, Section 631 permits 
income from the timber-cutting operation to be taxed at capital gains rates. 


At law, standing timber is considered to be real property; after 
it is severed, it becomes personal property. Timber, when held by a 
timber business, changes from a fixed asset to inventory when it is 
severed. Without Code Section 63l1(a), timber, when cut and sold, 
is taxable at ordinary income tax rates. Code Section 631(a) merely 
allows the taxpayer to have this income transferred to Code Section 
1231 for the computation of tax thereon. The method by which this is 
accomplished, however, makes it appear, unless closely examined, that 
a special depletion deduction is permitted. 


The adjustment in the tax return, presented in journal entry form, 
is as follows: 


Dr Depletion Expense 
Cr Long-Term Capital Gains XXX. 


This entry does not affect net profits. An expense has been added 
which is deductible at ordinary income tax rates while the income 
that is added is taxable at capital gains rates. 


3ecause the above entry is computed on a basis of “timber cut” 
and the tax return is prepared on a “timber sold” basis, an additional 


entry must be made to reconcile these two bases. Let us assume that 
there are two units of sales and that three units are cut: 


Timber Depletion 





(A) Per Tax Return 
Before Section 631 
Adjustment 


Sales $80 
Cost 40 


$40 


(B) Section 631 
Adjustment 


Cut $120 
Cost 60 


$ 60 
The Section 631 adjustment is as 
follows: 


Dr Depletion 
Cr Capital Gains 


$60 
$60. 


It can be readily seen that we are 
shifting more income to capital gains 
than we have. What has happened 
is that we have one unit in inventory. 
We must make the following adjust- 
ment to cost of goods sold for the 
profit on this one unit: 


Dr Schedule M 
Cr Cost of Goods Sold 


$20 
$20. 


When we apply this entry to Situa- 
tion (A) above, we have: 
Books 


Before Adjustment 
Adjustment Add (Less) 


Sales $80 $ 
Depletion 40 (20) 


Books 
After 
Adjustment 


$80 


Profit $20 


$60 


$40 


The books after adjustment now 
show a $60 profit, and this equals 
the Section 631 adjustment. 


The above example shows that by 
cutting more timber than is sold 
(omitting beginning inventory) we 
will pay the tax currently (at capital 
gains rates) on the amount cut. We 
are, therefore, paying tax on the an- 
ticipated income of the timber in 
inventory. 


(Dr) 


(Dr) (Cr) Schedule M 


(Cr) 
(To adjust normal taxable income for 
Section 631 depletion allowance.) 
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In the subsequent year a reversal 
is made for this cost-of-goods-sold 
adjustment: 

Dr Cost of Goods Sold 

Cr Schedule M 


$20 
$20. 


This entry reduces the subsequent 
year’s tax, since we have already paid 
tax on the revaluation of inventory 


in the prior year. . 


The two adjustments to cost of 
goods sold affect net taxable income. 
The net amount of these adjustments 
depends on the fluctuation of the 
quantity of inventory from one year 
to the next, and upon the fluctuation 
in the fair market value of the timber 
used to compute these adjustments. 


Exhibit I shows the method used 
to compute the information needed to 
prepare both of the Section 631 en- 
tries. This work sheet is simplified, 
and shows only one species of timber 
at one mill. In actual practice, this 
computation is made for each species 
of timber at each mill, and then the 
computations are summarized. It is 
assumed in the work sheet that this is 
not the first year of timber operations. 


The information for the entry to 
transfer ordinary income to capital 
gains is obtained from the section of 
this work sheet entitled “Cost to 
Manufacture per Tax Return.” There 
were 28 million board feet of timber 
cut during the year. The book deple- 
tion on this species of timber amounted 
to $560,000 and the market value of 
this species of timber at this mill on 
January 1 of the year was $40 per 
thousand board feet. The first entry 
on these facts is as follows: 


$560,000 
560,000 $560,000 
560,000 


The addition of the debit and credit 
to Schedule M is merely for the pur- 
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Exhibit | 
Mill “A”—“X” Species of Timber 


Per Books—at Cost 
Inventory—January 1—Lumber 
—Logs 
Cost of Manufacturing 
Inventory—December 31—Lumber 
—Logs 
Per Tax Return—at Tax Cost 
Inventory—January 1—Lumber 
—Logs 
Cost of Manufacturing 
Inventory—December 31—Lumber 
—Logs 


Inventory Differences 
January 1—Tax Return 
—Books 


December 31—Tax Return 
—Books 


Net Change in Inventory to Be Debited to Cost of Goods Sold $ 


Cost to Manufacture per Tax Return 
Log Inventory—January 1 
Manufacturing Costs 
Log Inventory—December 31 
Section 631 Depletion: 


28 Million Board Feet @ $40 per M 


300k Depletion @ $20 per M 
Net Section 631 Adjustment 


Tax Cost to Manufacture 


poses of highlighting the entry on the 
tax return. 
The other required entry is as follows : 


(Dr) Cost of Sales.. $188,190 
(Cr) Schedule M ... $188,190 

(To adjust cost of sales for Section 
631 depletion due to inventory changes.) 

The information for this last entry 
is obtained from the whole work sheet. 
The facts per the books are known 
and the tax return inventory informa- 
tion is computed. Tax inventory value 
at January 1 comes from the prior 
year’s tax return computation. The 
tax cost to manufacture is the book 
cost of manufacture, adjusted by the 


Timber Depletion 


Per M 

Amount Board Feet Board Feet 
.. $ 405,000 
20,000 
1,650,000 
385,000 
20,006 


9,000,000 
1,000,000 
30,000,000 
7,000,000 
1,000,000 


$45.00 
20.00 
55.00 
55.00 
20.00 


80.00 
45.00 
73.83 
73.83 
40.00 


720,000 
45,000 
2,215,000 
516,810 
40,000 


9,000,000 
1,000,000 
30,000,000 
7,000,000 
1,000,000 





$ 765,000 
425,000 
$ 556,810 

405,000 


$ 340,000 


151,810 


188,190 


$ 45,000 
1,650,000 
(40,000) 


$1,120,000 


560,000 


2,215,000 


beginning and ending log inventory 
plus the allowable Section 631 deple- 
tion. The cost to manufacture is 
divided by the board feet manufac- 
tured, and a rate per thousand board 
feet is obtained. This rate multiplied 
by the board feet of lumber in the 
ending inventory revalues the ending 
lumber inventory for tax purposes. 
By subtracting book inventory value 
from tax inventory value at the be- 
ginning and at the end of the year, 
the net adjustment to cost of goods 
sold for the tax return can be obtained. 


This second entry can be made in 
two parts, if desired, by debiting cost 
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Exhibit II 


Inventory Carried Forward to Year Where Prices Increase 


Year 1 
Sales—10 Units @ $40 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 
December 31—5 Units @ $20 


Profit per Tax Return 
(2) Cuttings—10 Units @ $20 


Other Taxable Income 


Total Tax for First Year 


Year 2 
Sales—10 Units @ $45 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 
December 31—5 Units @ $25 


Profit per Tax Return 
(2) Cuttings—10 Units @ $25 


Other Taxable Income 


Total Tax for Second Year 


Tax 

Income Rate 
$400 
200 


$200 


$(100) 
100 
$200 
200 


$50.00 


$50.00 


$(100) 


125 


$62.50 


13.00 


$75.50 


EEE OT LL LT LT 


of sales for $340,000 (the January 1 
difference between tax and book value 
of inventory) and crediting cost of 
sales with $151,810 (the December 31 
difference between tax and book value 
of inventory). The offset to each of 
these entries would be Schedule M. 


Economic Aspects of Section 631 


Can the election to use Section 631 
ever be adverse to the taxpayer? 
There are some interesting problems 
to consider which might adversely 
affect the taxpayer and might upset 
tax planning. As explained above in 
the discussion devoted to computation 
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and entries, the taxpayer who cuts 
timber in excess of his sales, under 
Section 631, will pay the capital gains 
tax on the profit of his current sales 
and on the anticipated profit on logs 
cut in excess of sales. If cuttings are 
less than sales, there is a credit for 
the capital gains tax previously paid 
on the portion of the beginning inven- 
tory which has now been sold. The 
amount cut is particularly important 
if there is a major fluctuation in the 
miarket price of timber. When a 
fluctuation in the market price occurs, 
the taxpayer can increase or decrease 
the current year’s tax by proper tax 
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Exhibit Ill 


Inventory—at Cost Valuation—Carried Forward to Year Where Prices Decrease 


Year 1 
Sales—10 Units @ $40 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 
December 31—5 Units @ $20 


Profit per Tax Return 
(2) Cuttings—10 Units @ $20 
Other 


Taxable Income 


Total Tax for First Year 


Year 2 
Sales—10 Units @ $35 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 
December 31—5 Units @ $15 


Profit per Tax Return 
(2) Cuttings—10 Units @ $15 


Tax 


Income’ Rate Tax 


$400 
200 


$200 
$50.00 


$50.00 


Loss which has no tax benefits unless it can offset other 


income 


In order to make Exhibit III comparable to Exhibits II, 
IV and V we must assume that there is income from 
sources other than timber and that this income is 


sufficient to absorb the loss 


Net Tax, Second Year—When Full Benefits Can 
3e Made of Section 631 


(13.00) 


$24.50 


TS SEPT NN AREAS TRG NA NET AC t N STEERS EIESTRSS A EGESM SCREEN EMA) 8 rhe Rn A TAREE a NR 


planning. The taxpayer can also di- 
rectly affect the total amount of tax 
that must be paid over a period of 
years by planned overcutting or under- 
cutting of timber at the proper time. 


If prices are increasing and the end 
of the year is near, the taxpayer may 
desire to slow or stop cutting timber 
and sell out of inventory. By doing 
this, timber having a lower Section 
631 advantage is sold and, in the sub- 
sequent period, more timber can be 


Timber Depletion 


cut to replenish the inventory, using 
the increased values at January 1 of 
the subsequent year. 


It would seem that if prices were 
decreasing, the taxpayer should always 
build up his inventory at the high 
Section 631 cost before the year end 
and before the next year’s Section 
631 value is established at a lower 
amount. This could be very bene- 
ficial but the taxpayer should also 
consider whether the capital gain on 
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timber cut will exceed his normal 
income in the current year and there- 
by cause a loss of some of the Section 
631 advantage (not being able to off- 
set normal income). The taxpayer 
should also consider that he is paying 
his capital gains tax on a higher value 
(a greater Section 631 spread), and 
paying the tax in advance. (See Ex- 
hibit V and its notes.) 

The computation in Exhibit II 
shows a company which has an in- 
creasing Section 631 value and a carry- 
forward of inventory. 

The computation in Exhibit III 
uses the same quantity figures for 
each year as Exhibit II, but the sec- 
ond year has a decrease in Section 
631 value. You will note that if this 
taxpayer has no other ordinary in- 
come, he loses a part of his Section 
631 benefit because the capital gain 
is in excess of ordinary income, 

The computation in Exhibit V 
shows three years of activity, but as- 
sumes that there are no inventories. 
Year 1 is like Year 1 in Exhibits II 
and III. Year 2 shows an increase in 
the Section 631 value (like Year 2 of 
Exhibit IT) and Year 3 shows a de- 
crease in the Section 631 value (like 
Year 2 of Exhibit IIT). 


All three examples show inventory 
valued at tax cost without considera- 
tion of market value. 


The following tabulation is pre- 
pared to compare the results of these 
three examples: 

Exhibit IT 


$ 50.00 
75.50 


Exhibit IV 


$ 50.00 
62.50 


Year 1 Tax 
Year 2 Tax 


Total $125.50 $112.50 


Exhibit II 


$ 50.00 
24.50 


Exhibit IV 
Year 1 Tax $ 50.00 
Year 2 Tax 
Year 3 Tax 37.50 
Total $ 74.50 
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There is no way by which the 
democratic experiment can be saved 
if mad insistence on individual 
freedom to do as one pleases 
crowds out sober recognition 

of social obligations.—Frederick 
Brown Harris, Chaplain of the 

United States Senate, in an 

article in the Washington Star. 


These exhibits illustrate that if tim- 
ber values are increasing, it is better 
to carry over as small an inventory 
as possible. If timber values are de- 
creasing, it may be better to cut and 
carry over timber inventory so long 
as the Section 631 gain does not ex- 
ceed net income. In all comparisons, 
interest for one year on the tax money 
paid on timber still unsold has been 
ignored. 

The market price of timber for Sec- 
tion 631 is set at January 1 of the 
taxable year, and the capital gain is 
based on this market price. If the 
market price of timber increases dur- 
ing the year, all of this increase is 
taxable at 52 per cent, omitting any 
consideration for inventory quantity 
changes and assuming that all timber 
cut is sold. The converse is also true— 
that a decrease in market price makes 
a deduction at 52 per cent. The fol- 
lowing examples illustrate this point: 

(A) (B) (C) 


Sales Sales 
Value Value 
Increases Decreases 


$45 $35 


Jan. 1 

Sales $40 
Cost of Goods 

Sold 20 20 20 

Gross Profit $20 $25 

Capital Gain 20 20 


ree 


$15 


Ordinary Income $ 





Example (C) also assumes that 
there is other ordinary income to 
absorb the loss, and it should be 


specially considered when the or- 
dinary income is not enough to cover 
this loss or can only partially absorb 
it. 
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Exhibit IV 


No Inventories Carried Forward 


Year 1 
Sales—10 Units @ $40 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
No Inventories 


Profit per Tax Return 
(2) Cuttings—}0 Units @ $20 


Other Taxable Income 


Total Tax for First Year 


Year 2 
Sales—10 Units @ $45 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
No Inventories 


Profit per Tax Return 
(2) Cuttings—10 Units @ $25 


Other Taxable Income 


Total Tax for Second Year 


Year 3 
Sales—10 Units @ $35 
Cost—10 Units @ $20 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
No Inventories 


Profit per Tax Return 
(2) Cuttings—10 Units @ $15 
Other Taxable Income 


Total Tax for Third Year 


Tax 

Income Rate 
$400 
200 


$200 


$200 
$50.00 


$50.00 


$62.50 


$62.50 


$37.50 


eee, 


Section 631 is included under Sec- 
tion 1231 for tax treatment as a cap- 
ital gain. An alternative tax is 
imposed on these gains under Section 
1201 “only if such tax is less than the 


Timber Depletion 


This 


tax imposed by Section 11.” 
means that there is a point where the 
tax on this capital gain can equal or 


exceed the normal the net 


income. 


tax on 
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For companies whose taxable net 
income is below $25,000, this equality 
occurs when the capital gain is more 
than 1.2 times the taxable net income. 

Taxable 


Net 
Income 


$100 
30% 


Capital 
Gain 
$120 


25% 


Ordinary 
Loss 


$(20) 


$ 30 


$ 30 


For companies whose taxable net 
income is more than $25,000, the fol- 
lowing formula will calculate the 
amount at which the tax on capital 
gains, taxable at 25 per cent, will equal 
the tax on net taxable income, at 52 
per cent less $5,500. 

Formula Example 


Net Income $100,000 

2.08 x 2.08 
$208,000 
$22,000 - 22,000 


$186,000 


Capital Gain 


The above example illustrates this 
equality on $100,000 net income. If 
the capital gain contained in that net 
income amounts to $186,000, the tax 
on the $100,000 at 52 per cent (less 
$5,500) equals the capital gain tax on 
$186,000. The following examples 
prove the formula’s computation: 
$186,000 


25% 


$100 000 
52% 


$ 52,000 
5,500 


$ 46,500 $ 46,500 

This point of equality is particu- 
larly important to companies in the 
timber business where capital gains 
are of a material amount. When the 
capital gains exceed the ordinary net 
income, including the capital gain, 
the company begins to lose benefit 
under Section 631. This loss of benefit 
increases until the capital gains in- 
come is large enough that the tax at 
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25 per cent on it is equal to the tax 
on normal net income. Since this 
problem occurs when there is a net 
loss and a capital gain, it would most 
likely be expected when the other 
income of the business decreases 
and/or the sales price of logs de- 
creases. 


There is another economic aspect 
of Section 631 that should also be 
considered. The inventory at the end 
of each year is revalued to a market 
price, which was determined as of 
January 1, of that tax year. This 
means the inventory is priced at a 
value that is one whole year behind 
the inventory date. If prices have 
declined during the year, the inven- 
tory at its new value is considered to 
be inventory at cost. Since the pres- 
ent market value is lower, a taxpayer 
using cost or market, whichever is 
lower, or a LIFO method would make 
a further adjustment reducing this tax 
cost value to the current market value. 
If there is a price increase, no adjust- 
ment from cost to market is neces- 
sary, as this tax value is considered 
to be cost. If the inventory is of any 
size and/or the price changes are of 
any consequence, these two factors 
in the prior-year inventory may have 
an effect on the ordinary income 
shown on the tax return of the cur- 
rent year. 


Exhibit V is similar to Exhibit ITI. 
Exhibit III, however, is on an inven- 
tory at cost valuation while this ex- 
ample is computed on inventory valued 
at cost or market, whichever is lower. 


The results of this computation 
compared to Exhibit III are as 
follows: 

Exhibit III 
$50.00 

24.50 


Exhibit V 


$37.00 
37.50 


Year 1 Tax 
Year 2 Tax 


$74.50 


Total 


There is one other aspect of Sec- 
tion 631 that should be considered. 
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The philosophy of a realistic, 
equitable tax system should be not 
to destroy, but, insofar as 
possible, to create incentive, 

while at the same time requiring 
and allowing individuals, 
businesses, and industries to make 
a necessary contribution to the 
general welfare. The fast-changing 
times and economic conditions, 

| believe, warrant a new look 

at our tax laws, to assure that 
they reflect, and take into account, 
the changing economic conditions 
of our society.—Senator 
Alexander Wiley of Wisconsin. 


What are the consequences when the 
market price of timber declines below 
the adjusted basis for normal deple- 
tion?’ 
Sales Price $15 
Cost of Goods Sold 20 


$5 


Gross Loss 


If we assume that the market price 
remains constant for the year and 
compute Section 631 depletion, we 
compute a Section 1231 capital loss. 
This loss would first offset any Sec- 
tion 1231 gains. The loss would then 
be deductible as an ordinary loss. 
This means that Section 631, under 
these conditions, will not operate to 
the taxpayer's detriment. 

Under Section 631(a), there is a 
portion of the paragraph which reads: 
e the Secretary or his delegate, 
on showing of undue hardship, per- 
mits the taxpayer to revoke his elec- 
tion; such revocation, however, shall 
preclude any further elections under 
this subsection except with the con- 
sent of the Secretary or his delegate.” 
This paragraph may offer some form 
of escape from the Section 631 elec- 
tion. After considering the various 
aspects of this section’s operation, it 
would be very unusual to find a set of 
facts that would mean “undue hard- 
ship” and that would be of such dura- 
tion, to the taxpayer, that he would 


Timber Depletion 


risk losing this election and having 
to reapply for it. 

The problems to consider, if there 
is an increase or decrease in the tax 
rates, have not been included in the 
examples presented. An increase in 
the normal tax rate without an in- 
crease in the capital gains rate or a 
decrease in the capital gains rate 
without a decrease in the normal tax 
rate makes a greater advantage under 
Section 63l—as long as there is 
enough ordinary income to convert 
into a capital gain. The converse is 
also true. 

An increase in the capital gains 
rate in the next year should urge the 
taxpayer to increase his cutting in 
the current year, for the tax is paid 
on a timber-cut basis. The converse 
is also true. 


The best way to plan, when there 
is an anticipated rate change, is to 
make actual computations based on 
present and forecasted facts. 


There is a possible tax-saving de- 
vice for those taxpayers who are in 
the fortunate position of owning tim- 
ber that has a high cost value and 
also timber that has a low cost value 
with each tract readily accessible. 
Cutting of high-cost timber creates 
a lower Section 631 advantage and 
cutting of low-cost timber creates a 
greater Section 631 advantage. There- 
fore, instead of slowing or stopping 
cutting, the taxpayer may be able to 
change his cutting from timber at one 
cost value to timber of the other cost 
value and, thereby, increase or de- 
crease his Section 631 gain. This 
idea of switching between timber 
tracts that have different Section 631 
advantages may prove to be a prac- 
tical solution for changing the Section 
631 advantage where it is impossible 
for the taxpayer to stop or slow down 
his cutting. 

Section 631 
ramifications. 


has many economic 
Because of this, it is 
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Exhibit V 


Inventory—Valued at Cost or Market—Carried Forward to Year Where Prices Decrease 
Tax 
Income Rate Tax 
Year 1 
Sales—10 Units @ $40 
Cost—10 Units @ $20 


$400 
200 


Profit per Books $200 


Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 $(100) (A) 
December 31—5 Units @ $20 100 


Profit per Tax Return if Inventory Is Valued 
on Cost Basis 
Revalue inventory to lower of cost or market: 
5 Units @ Tax Value $20 $(100) 
5 Units @ Market Value $15 R 75(B) 


Profit per Tax Return 
(2) Cuttings—10 Units @ $20 


Loss which has no tax benefits unless it can offset other 
income 

In order to make Exhibit V comparable to Exhibits IT, 
III and IV we must assume that there is income 


from sources other than timber and this income is 
(13.00) 


sufficient to absorb the loss 


Net Tax, First Year—When Full Benefits Can 


se Made of Section 631 $37.00 


Year 2 
Sales—10 Units @ 


35 
Cost—10 Units @ $2 


0 


$ 
$ 


Profit per Books 
Section 631 Adjustments: 
(1) Tax Basis of Inventory: 
January 1—5 Units @ $20 
Adjustment to lower of cost or market 


December 31—5 Units @ $15 


Profit per Tax Return 
(2) Cuttings—10 units @ $15 $37.50 


Other Taxable Income 


$37.50 


Total Tax for Second Year 


time to time during the year. As this 
is being done, the many possible com- 
plications can be considered in rela- 


impractical to make a composite il- 
lustration involving all possibilities. 
It is suggested that the facts for the 
particular taxpayer’s operation and _ tion to the particular facts of each 
economic position be reviewed from case. [The End] 
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Origins of Taxation 
By JANET K. MESSING 


The art of taxation, like everything else, has been sharpened by experience 
over the centuries. This article delves into early English history to 

describe the means and methods used then to raise needed money. The author 
is a lecturer with the Department of Economics, Hunter College. 


T A MOMENT when the attention of experts is directed toward 
.& corrections of our tax structure, it may be of some consequence 
to look back to the source of taxing systems. For those who think 
that the “good old days” were an era of tax-free bliss, it is essential 
to glance at some of the taxes of earlier times. 


Since this country is of British origin with respect to original 
settlements, government and legal structure, it is appropriate to ex- 
amine some of the early English taxes. Today’s taxpayer may never 
have heard of “Danegeld,” “Domesday Book” or “scutage,” but these 
are some of the terms applicable to early tax measures. 

King William I, having become monarch by force, of course, pos- 
sessed all the land of the kingdom, This land he distributed, with the 
requirement that the donee serve the king in the event of war. The 
army, so supplied, would be proportionate to the size of the land con- 
ferred. This device made such wars less expensive than modern war- 
fare, since the soldiers received no pay from the royal treasury. Land 
that had not been granted under the feudal law remained under the 
crown, and quitrents and chief rents accrued to the royal treasury 
from these sources. 


The Norman army had also taken whatever treasure it could from 
the people; however, it is reported that some of the wealthier persons 
had concealed their worldly goods in monasteries. The king called 
upon this wealth to be turned over to his treasury. 


King William I had a survey made of the entire kingdom so that 
he might determine the total land and the relative amounts of arable, 
meadow, pasture and other kinds of land. This was to enable taxation 
according to value. This survey was known as the “Domesday Book,” 
since no one was exempted from its listing. 


When we consider that the major part of government expenditure 
today is for defense, and that this, in turn, necessitates taxes, we will 
not be surprised to discover the tax known as “Danegeld.” We may, 
however, wonder whether the names of some of our current taxes 
might be revised to make the use of the funds more prominent. 
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Scandinavian pirates are reported as 
having caused much terror and loss in 
Britain. As early as 991, it is re- 
ported, a tax on all the lands of the 
kingdom was established to combat 
these pirates. The name of the tax 
was, appropriately, “Danegeld.” The 
tax was established at a given amount 
for every hide of land. The term 
“hide” indicated a measure of the 
taxed land, and is reported to have 
represented about 100 acres of land. 


William I revived the Danegeld 
in 1084 and the assessment was con- 
sidered at that time particularly bur- 
densome. One reason for its being 
considered burdensome was the fact 
that it was assessed in a year follow- 
ing a year of famine. It is noteworthy 
that the church was exempted from 
the Danegeld, and one commentary 
upon this exemption states that it was 
based upon the confidence in the 
prayers of the church as superior to 
the armed defense against the pirates. 

King Stephen, in 1135, is alleged to 
have promised that he would relieve 
the people of the duty of paying Dane 
geld, which was then at the rate of 
two shillings on every hide of land. 
It is noted that this tax was originally 
established for a specific defense pur- 
pose but was continued after the need 
for such defense ceased. 

King Henry II followed King Stephen 
tax 
” or shield money. 
Those who were obligated to perform 


to the throne and established a 
known as “scutage, 


military service but who did not do so 
or provide a substitute in their place 
were called upon to pay the scutage 
duty. The rate varied according to 
the costliness of the particular cam- 
paign in which the king was engaged. 
[t also provided for prolonged military 
expeditions and an army of mercenaries. 


Another term found in early tax 
measures is “tallage,’ which appears 
to cover the assessments to supple- 
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ment Danegeld. In essence, this was 
an assessment to cover the debts in- 
curred by the king and was collected 
either after a military expedition or 
in anticipation of such a venture. 
King Henry II was also responsible 
for a form of tax that was an innova- 
tion in the fiscal system of his era. 
This was a tax on movables which 
was collected, at one time, through 
chests established in the churches. 
The self-assessment system was im- 
plemented by requirement of an oath 
under threat of excommunication. 
Verification of the tax oath was further 
possible with a system of jury inquest. 
King Richard I, who was named 
Ceur de Lion for his courage, is of 
interest in a survey of tax origins. 
Vast sums were raised during his 
reign. They were used for the holy 
wars and for the ransom of King 
Richard when he was captured while 
returning from the Holy Land. The 
ransom is reported to have been 
140,000 marks, and expenses. From 
this experience comes the term “a 
king’s ransom.” One method of rais- 
ing revenue adopted by him was the 
imposition of fines upon wrongdoers. 
Although the relationship between 
taxation and military activity has fol- 
lowed through the ages, it is consoling 
today to know at least that we are 
never faced with one kind of tax 
increase. In earlier times, the contribu- 
tion to the king upon the marriage of his 
eldest daughter was called an “aid.” 


This was considered a justifiable assess- 
ment upon the king’s tenants to defray 
an extraordinary expense. Such a levy 
is found in the reign of Henry II, 
upon the marriage of his daughter 
Maude to the Duke of Saxony. 


This brief survey is not intended to 
be a comprehensive study of taxation, 
but it is sufficient to give us some 
food for thought when we consider 
our own tax problems. [The End] 
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Tax Orienting 
the Corporate Insurance Program 


By ROBERT S. HOLZMAN 


In one of the Bab Ballads, William S. Gilbert (of Gilbert and Sullivan 
fame) wrote: ‘‘Oh, dry the starting tear, for they were heavily insured.” 
His presumption, of course, was that if one is insured, 

he has nothing to worry about. This article will seek to show what all the 
world already knows: that Sir William had no equal as a writer of nonsense. 
Robert S. Holzman is professor of taxation at the New York University 
Graduate School of Business Administration. These remarks were made 

on May 3 at the Spring Insurance Conference of the 

American Management Association, which was held in New York City, and 
they also appear in the May, 1960 issue of The Insurance Law Journal. 


HE OBJECTIVE of a corporate insurance program is the pre- 

vention of loss or, to the extent that this is not done, to obtain 
reimbursement. Ideally, from the tax point of view, this means reim- 
bursement that is not taxable. 


Loss prevention itself does not involve taxation as a rule. If the 
steps taken are of a physical nature, we come to grips with that 
ancient tax chestnut: capital expenditure or deductible repair.’ Ex- 
penditures to prevent further repair bills or even potential future 
damage are not currently deductible as repairs. Thus, where, on the 
basis of past experience and a governmental committee report, a 
corporation raised its floors as a protection against floods, the cost was 
capital.? Safety protective devices are not repairs.* 

A tax deduction is allowed for the cost of insurance to the extent 
that the expenditure is ordinary, necessary and reasonable. Don’t over- 
look the last part of this trilogy, reasonable The statute does not 
prescribe this test, but there are court decisions that do.* Conceivably, 
if one overpays his insurance premiums, the differential may be an 
unallowable deduction. Furthermore, any amount of premiums may 
not constitute an allowable deduction for tax purposes. Such may be 











*See James C. Wriggins and George Byron Gordon, Repairs v. Capital 
Expenditures (New York City, The Ronald Press Company, 1958). 

? Black Hardware Company v. Commissioner, 2 ustc J 498, 39 F. 2d 460 (CA-5, 
1930). 

® International Building Company, CCH Dec. 6527, 21 BTA 617 (1930). 

*See William K. Carson and Herbert Weiner, Ordinary and Necessary Ex- 
penses (New York City, The Ronald Press Company, 1959). 

5 Limericks, Inc. v. Commissioner, 48-1 ustc J 9146, 165 F. 2d 483 (CA-5). 
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the case with certain premiums on 
factory fire insurance mutuals. Here 
members are required to pay pre- 
miums that are higher than expected 
costs and losses, and it is “believed” 
that premiums will be refunded to the 
extent that they have been excessive. 
These refunds may be treated as 
being, in part, dividends. The original 
premium might be regarded as con- 
sisting of two elements—part pro- 
tection (deductible) and part future 
dividends. 

As to ordinary and necessary, the 
rules are general. An expenditure 
that is to be expected under the cir- 
cumstances is normal. A _ situation 
which is unique insofar as a particular 
taxpayer is concerned may be ordi- 
nary if it is not unique in the life of 
the group, the community, of which 
he is a part.® insurance case 
involving the concept of ordinary con- 
cerned a securities dealer who took 
out a policy on the life of the Presi- 
dent of the United States in order to 
provide compensation for a drop in 


One 


the value of the securities inventory 
should the die. This was 
not deemed to be ordinary.” An ex- 
penditure that is appropriate and help- 
ful is necessary.® 


President 


Unlike certain types of life insur- 
ance, there are no forms of business 
insurance specifically disallowed by 
the Internal Revenue Code. Deduc- 
tion for most types of business insur- 
ance premium is permitted by the 
general language of the Code, deduc- 
tion being allowed for “all the ordi- 
nary and necessary expenses paid or 
incurred during the taxable year in 
carrying on any trade or business.” ® 
“Among the items included in busi- 


Where is the Federal budget headed 

in the coming decade? | can tell you 
this, as a statistical fact and not 

a prediction: If we continue the 

trend of the past several decades for 
just another 10 years we will have 
budget expenditures of $160 billion 
by 1970.—Maurice Stans, director 

of the Bureau of the Budget. 


ness expenses are insurance 
premiums against fire, storm, theft, 
accident, or other similar losses in the 
case of a business No such 
item shall be included in business 
expenses, however, to the extent that 
it is used by the taxpayer in comput- 
ing the cost of property included in 
its inventory or used in determining 
the gain or loss basis of its plant, 
equipment, or other property.” ’° 
Other types of insurance specifically 
permitted as deductions in adminis- 
trative rulings include flood, wind, 
hurricane, marine, crop,"* use and oc- 
cupancy,’® fidelity bond,’® credit insur- 
ance,'* automobile liability,?> business 
overhead expenses * and workmen’s 
compensation.” 

Insurance premiums, to be deduc- 
tible, must be for business purposes, 
which customarily would involve any 
payments by a corporation for its own 
liabilities. If the premium actually 
covers the liability of a stockholder, 
the payment may be disallowed to the 
corporation, or it may be regarded by 
the Internal Revenue Service as es- 
sentially equivalent to the distribution 
of a taxable dividend, which means 
that the corporation would still lose 
the deduction but the stockholder 
would have ordinary income. Where 
the payment of the premium was on 





*Welch v. Helvering, 3 ustc § 1164, 290 
U. S. 111 (1933). 

* Herman Goedel, 
BTA 1 (1939). 

>Commissioner v. Heininger, 
| 9109, 320 U. S. 467 (1943). 

* Internal Revenue Code, Sec. 162. 

* Reg. Sec. 1.162-1(a). 
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* O. D. 645, 3 Cl 


3 104. 
3 89. 
D. 2090 (CB, December 14, 1914). 
, R. R. 723, 1-1 CB 13. 
. T. 3015, XV-2 CB 136. 
* Rev. Rul, 55-264, 1955-1 CB 11. 
* QO. D. 964, 5 CB 118. 
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behalf of an employee, the corpora- 
tion could get a deduction if the pay- 
ment could be shown to have been 
compensatory. 

If a premium, as on an automobile 
insurance policy, is partially for busi- 
ness and partially for personal use, an 
allocation of the premium is required, 
and only that portion attributable to 
business use is deductible.** 


Another type of allocation relates 
to advance premium payments, as 
where payments are made for a three- 
year period to obtain a lower rate. A 
prepaid asset—the surrender value— 
has been created, and this is written 
off in the form of a tax deduction for 
the period covered by the payment.’® 
This proration rule applies equally 
whether taxpayers are on the cash 
basis *° or on the accrual basis.”! 

An accrual-basis taxpayer is en- 
titled to a deduction for his insurance 
premium in the taxable year to which 
his liability to make payment attaches. 
Even though the actual cost of the 
insurance is not known by the last 
day of the taxable year, the deduction 
applies to this year if all of the factors 
determining the liability existed by 
the close of the period. One case in- 
volved an accrual-basis corporation 
which purchased catastrophe insur- 
ance, the cost of the premium being 
determined by the amount of the pay- 
roll, The Commissioner of Internal 
Revenue sought to disallow the pre- 
mium as a deduction on the ground 
that it was a contingent expense. The 
court disagreed, saying: “The only 
contingent factor with respect to the 
accrual of the insurance premiums is 


the fact that the payroll has to be 
audited annually. We do not think 
this prevents the deduction of the 
premiums, as it has been held that 
when a liability has been accrued dur- 
ing the year it may be the basis for a 
deduction, although the amount of the 
liability has not been definitely as- 
certained.” ** 


Although settlement of a dispute 
might have resulted in an adjustment 
which would entitle the taxpayer to a 
refund in the future, such an adjust- 
ment would not postpone the accru- 
ability of the premium expense.** 

A retrospective rating policy cus- 
tomarily has a premium that is com- 
posed of two elements: a standard 
rate plus (or minus) an amount which 
will result in an actual premium for 
the taxable year that is determined by 
the taxpayer's own experience. If 
losses prove to be higher than the 
original expectation of the under- 
writer, the additional premium is 
charged. But if the taxpayer’s experi- 
ence has been more favorable than 
the underwriter had assumed, a re- 
fund of a portion of the standard pre- 
mium is made. 


One case involved a taxpayer whose 
total retrospective premium was stated 
to be a percentage of the standard 
premium plus the sum represented by 
incurred losses multiplied by a cer- 
tain factor. The total retrospective 
premium had to be within a stated 
range. The taxpayer was notified of 
a retrospective premium by reason of 
an accident in a prior year, but he did 
nothing in the year of notification. 





* Marvin T. Blackwell et al. CCH Dec. 
21,881(M), 15 TCM 962, T. C. Memo. 
1956-184, filed August 9, 1956. 

* G. C. M. 23,587, 1943 CB 213. 

* Commissioner v. Boylston Market Associa- 
tion, 42-2 ustc J 9820, 131 F. 2d 966 (CA-1). 
But there is authority to the contrary 
(Waldheim Realty and Investment Company v. 
Commissioner, 57-2 ustc J 9717, 245 F. 2d 823 


(CA-8)). 
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1 Two-L Realty Company, Inc., CCH Dee. 


21,324(M), 14 TCM 1147 (1955), T. C. 
Memo. 1955-297, filed October 31, 1955. 
* Roundup Coal Mining Company, CCH 
Dec. 19,674, 20 TC 388 (1953). 
* Louis S. Cohn Company, 
4226, 12 BTA 1281 (1928). 
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Subsequently the insurance company 
settled the claim, and the taxpayer 
paid a retrospective premium at a 
later date. He could not deduct this 
retrospective premium in the year of 
payment, as liability had been fixed 
with reasonable certainty even prior 
to the time the insurance company 
had settled the claim.” 

Where a loss is covered by insur- 
ance and there is a reasonable prospect 
of some recovery from the insurance 
company, deduction is permissible in 
the year of final determination of the 
insurance claim.*® Until this claim is 
determined, the taxpayer cannot know 
the amount of the loss sustained by 
him. Even if the taxpayer has a rea- 
sonable prospect of collecting insur- 
ance, there is no deduction until he 
knows the amount he will collect or, 
more specifically, until he knows the 
amount of the loss that he will not 
recover.*° Where the taxpayer has a 
reasonable prospect of the collection 
of his insurance in the year of the 
casualty, his deduction is in the year 
that he knows what will be recover- 
able. This allows some room for play: 
How aggressive should he be in any 
particular year in order to get the car- 
rier to make a settlement? If it is 
advisable from the tax point of view, 
can he stall on his claim until a more 
favorable year? 

In one case, property was com- 
pletely destroyed by a fire in 1946. A 
taxpayer sought to deduct that por- 
tion of the loss not covered by insur- 
ance in 1947, claiming that due to an 
investigation as to the honesty of the 
fire, there was doubt as to the amount 


A proposition is not true because a 
government or a poliiical party or 

any other authoritative body so 
declares. We have no official truth, 
no legally constituted orthodoxies 

of belief. The case for academic 
freedom is the same as the case for 
freedom of speech .—Governor 
Gaylord A. Nelson of Wisconsin. 


of insurance payments until 1947. 
Deduction was denied in 1947, as the 
investigation by the fire marshal and 
the insurance adjuster had not dis- 
closed any evidence of arson and there 
was no showing that arson even had 
been suspected. Thus there was no 
reason for believing that there was 
doubt as to the settlement.” 

Where there is a loss in excess of 
the amount of insurance coverage and 
suit is brought against a third party 
for the amount of the unrecovered 
portion of the loss, deduction is not in 
the year when the court renders its 
verdict. Deduction is in the year of 
the casualty, even though it is not 
then known whether there will be any 
recovery from the third party. As 
was said in one case, “the loss is 
actual and present as soon as the 
physical damage occurs.” *8 

Assuming that there is no dispute, 
fire and similar losses are deductible 
in the year of the casualty, although 
the amount is not ascertained until 
later years.*® But in cases of theft,°° 
larceny and embezzlement,” the de- 
duction is in. the year of discovery. 

There 
basis is established.* 


is no loss deduction until 
In one case, a 





* Midwest Motor Express, Inc., CCH Dec. 
21,995, 27 TC 167 (1956), aff’d on another 
issue, 58-1 ustc §9198, 251 F. 2d 405 
(CA-8). 

*The Allied Furriers Corporation, CCH 
Dec. 7229, 24 BTA 457 (1931). 

*° Commissioner v. Harwick, 
7 9483, 184 F. 2d 835 (CA-5). 

* Harry Brown, CCH Dec. 20,631, 23 TC 
156 (1954). 
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* Commissioner v. Highway Trailer Com- 
pany, 4 ustc $1328, 72 F. 2d 913 (CA-7, 
1934). 

* Evans v. Commissioner, 56-2 ustc { 9778, 
235 F. 2d 586 (CA-8). 

” Code Sec. 165(e). 

* Reg. Sec. 1.165-5. 

* Anthony Delsanter et al., 
22,483, 28 TC 845 (1957). 


CCH Dec. 
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fire loss deduction was denied because 
it was predicated upon an adjusted 
basis of land and building combined, 
without a breakdown.** Without proof 
of the amount properly allocable to 
building alone, there is no basis for a 
deduction, but if land and building 
have been acquired as a unit, and car- 
ried in this manner, we have this 
problem. Where only the building is 
lost to the taxpayer by fire or other 
casualty, his loss, for tax purposes, is 
the adjusted basis of the building 
alone—if he can establish it.** 


In a few cases, the taxpayer was 
fortunate enough to have a fire loss 
deduction determined under the so- 
called “Cohan rule,”’*® that is, the 
court was willing to construct a figure 
since unquestionably a loss in some 
amount had taken place.*® But the 
court will bear down heavily on the 
taxpayer, as the inexactitude was of 
his own making. The Cohan rule has 
been applied on rare occasions to 
losses from theft *7 and from flood.** 


Loss must be claimed as a deduc- 
tion in the year of incidence, except in 
the case of theft and related areas. 
But if the loss is covered by insurance 
and the insurer neither admits nor 
settles its liability until a subsequent 
year, any unreimbursed loss is de- 
ductible in the year of settlement.** 


Losses are allowed only to the ex- 
tent not compensated for by insurance 
or otherwise.*° Where a taxpayer had 
a right to be reimbursed for a loss, 
and he did not avail himself of this 
right, there was no allowable deduc- 
tion, as he could have been compen- 
sated “by insurance or otherwise.” * 


Sometimes a taxpayer will find that 
insurance is unobtainable or the cost 
seems excessive or it is desirable for 
any reason to be a self-insurer. The 
result is the same in each instance. A 
reserve set up for self-insurance equal 
to the estimated premiums that would 
otherwise be paid to insurance com- 
panies is not deductible.*? A reserve 
is nondeductible even though no in- 
surance is obtainable and, hence, no 
other provisions seem possible.*® An 
employees’ injury compensation re- 
serve, although equal to the premiums 
charged for insurance against such 
liability, is not an allowable deduc- 
tion. Only claims adjudicated or paid 
during the taxable year are de- 
ductible.** 


The cost of hiring attorneys and 
adjusters to collect an insurance claim 
is deductible.*® 


Where an insurance company pays 
the insured after a fire or other casu- 
alty, there is a taxable event. Tech- 
nically, the insured has not made a 





%U. S. v. Koshland, 54-1 ustc J 9103, 208 
F. 2d 636 (CA-9). 

* Pelican Bay Lumber Company v. 
1 ustc J 374, 31 F. 2d 15 (CA-9, 1929). 

* Cohan v. Commissioner, 2 ustc J 489, 39 
F. 2d 540 (CA-2, 1930). 

% Richard R. Hollington et al., CCH Dec. 
21,767(M), 15 TCM 668 (1956), T. C. 
Memo. 1956-132, filed May 31, 1956; Charles 
A. Harris et al., CCH Dec. 19,434(M), 12 
TCM 42 (1953), T. C. Memo., entered Janu- 
ary 28, 1953; Harold B. Adams, CCH Dec. 
19.916(M), 12 TCM 1103 (1953), T. C. 
Memo., entered September 30, 1953. 

3% Thomas Miller, CCH Dec. 19,506, 19 
T. C. 1046 (1953). 

% Clarence E. Stewart, CCH Dec. 
(M), 12 TCM 921 (1953), T. C. 
entered August 14, 1953. 
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CCH Dec. 
(1953), T. C. 


* Charles F. Jeffrey et all, 
19,672(M), 12 TCM 534 
Memo., entered May 20, 1953. 

“Charles J. Ginsberg Estate, CCH Dec. 
22,994(M), 17 TCM 472, T. C. Memo. 
1958-95, filed May 26, 1958. 

“Charles D. Whitney, CCH Dec. 17,304, 
13 TC 897 (1949). 

“Spring Canyon Coal Company v. Com- 
missioner, 2 ustc J 574, 43 F. 2d 78 (CA-10, 
1930). 

“L. A. Thompson Scenic Railway Com- 
pany, CCH Dec. 772, 2 BTA 664 (1925). 

“Potts Run Coal Company, CCH Dec. 
5859, 19 BTA 1 (1925). 

“Ticket Office Equipment Company, Inc., 
CCH Dec. 19,628, 20 TC 272 (1953), aff’d 
on another issue, 54-2 ustc § 9440, 213 F. 
2d 318 (CA-2). 
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sale of his property to the carrier.*® 


sut the disposition of property may 
beget gain or loss. 

Where capital and noncapital assets 
are disposed of or converted for a 
lump sum (for example, an insurance 
policy is paid off), the gain or loss on 
each must be sepa- 
rately recognized if the basis therefor 
is established by the evidence.*’ 


class of assets 


Usually, the fire or other casualty 
policies will be general in character: 
The policies do not provide that a 
specific amount of insurance is appli- 
cable to the separate classes of prop- 
erty insured, Where the payment of 
the proceeds is in a lump sum “the 
only reasonable basis for arriving at 
that sum . [is] the application of 
the same percentage of loss to each 
class of property insured. There ex- 
ists, therefore, a proper basis for allo- 
cating the net proceeds to each class 


of assets.” #8 


If the insurance proceeds are ex- 
actly the same as the adjusted basis 


of the property, there is no tax prob- 


But such arithmetical bliss is 


Adjusted basis and reimburse- 


lem. 
rare. 
ment usually are not the same. 

A taxpayer’s gains and losses from 
the disposition (including involuntary 
conversion) of property used in the 
trade or business and from the invol- 
untary conversion of capital assets 
held for more than six months will be 
treated as long-term capital gains and 
losses if the total gains exceed the 
total losses. If the total gains do not 
exceed the total losses, all these gains 
and losses will be treated as ordinary 
Note that all items 
in these categories are lumped and 
treated as a unit. Capital assets sub- 


gains and losses. 


ject to this treatment include only 
capital assets involuntarily converted.’ 
Inventory is specifically excluded from 
the beneficial treatment afforded to 
business assets. 

Where a settlement is based upon 
circumstances that existed in the tax- 
able year and there was no dispute as 
to the liability, the amount is deemed 
to have accrued in that year. Thus, 
use and occupancy insurance was 
deemed to have accrued for the num- 
ber of days during which business 
was suspended during the taxable 
year, even though the total number of 
days for which insurance was payable 
was not determined until after the 
close of the taxable period.*° 

Proceeds received under a fire in- 
surance policy accrue in the year in 
which the fire occurs. Gain is reported 
for that year in which liability is not 
contested, even though the amount of 
liability is undetermined in that year.” 


When there is doubt as to whether 
—or to what extent—the insurance 
company will pay for the loss, an 
accrual-basis taxpayer has no income 
until there is an admission of liability, 
or a payment, which amounts to the 
same thing. A corporation sustained 
a fire. In the same taxable year, the 
corporation agreed, with an adjust- 
ment bureau maintained by some 200 
fire insurance companies including the 
present insurers, as to what it would 
accept. The settlement was condi- 
tioned upon the carriers’ agreeing to 
Waive certain coinsurance clauses; if 
the clauses were not waived, the set- 
tlement would have to be renego- 
tiated. The carriers neither admitted 
nor denied liability, but in the year of 
the fire some $40,000 was paid to the 


insured. In the following year, the 





“ Helvering v. William Flaccus Oak Leather 
Company, 41-1 ustc J 9427, 313 U. S. 247. 

“ Watson et al. v. Commissioner, 53-1 ustc 
7 9391, 345 U.S. 544. 

“The Lehman Company of America, Inc., 
CCH Dec. 18,538, 17 TC 422 (1951). 
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“International Boiler Works Company, 
CCH Dec. 1108, 3 BTA 283 (1926). 

*G. C. M. 14666, XIV-1 CB 181. 
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If all mankind minus one 

were of one opinion, and only one 
person were of the contrary 

Opinion, mankind would be no more 
justified in silencing that 

one person, than he, if he 

had the power, would be justified 

in silencing mankind.— 

John Stuart Mill. 


balance of the amount recommended 
by the adjusters was paid. Only the 
$40,000 was income to the insured in 
the year of the fire. No income ac- 
crued until the insurance companies 
decided to make payment.” 

If a taxpayer paid, and properly 
deducted, compensation insurance pre- 
miums in one year, premium refunds 
are taxed in the year received.®* The 
general rule is that if premiums were 
deducted as business expenses, any 
rebates are income, but amounts re- 
ceived by policyholders from mutual 
fire insurance companies may be re- 
garded as rebates on premiums, except 
to the extent that they were paid from 
earnings exclusive of premiums.” Re- 
funds of premiums on policies of 
workmen’s compensation insurance 
represent ordinary income and not 
dividends to the employer-taxpayer.” 

An involuntary disposition of an 
asset is realization unless the special 
rule as to the replacement of a statu- 
tory involuntary conversion applies. 

If property (as a result of its de- 
struction in whole or in part, theft, 
seizure, or requisition or condemna- 
tion or threat, or imminence thereof) 
is compulsorily or involuntarily con- 
verted, gain is not recognized to the 


extent that the taxpayer purchases 
property similar or related in service 
or use to the property so converted. 
If insurance proceeds are paid to the 
taxpayer after a fire, he may elect that 
gain will be recognized only to the 
extent that the amount realized upon 
the conversion exceeds the cost of the 
replacement property. It is imma- 
terial whether the amount is received 
in one or more taxable years.*® 


Upon receipt of insurance proceeds, 
the taxpayer need not invest the money 
directly in the purchase of replace- 
ment assets. Instead, he is permitted 
to acquire a controlling stock interest 
in a corporation that owns such assets.*” 
It is immaterial whether the values 
of the assets of this corporation are 
exactly in proportion to the values of 
the properties being replaced.** But 
there is not a tax-free placement of 
an involuntary conversion if the in- 
surance proceeds are used to acquire 
a controlling interest in a partnership 
that owns similar assets.*® 

If there is an involuntary conversion 
and replacement property is purchased 
with the insurance proceeds, the basis 
of the new property will be the same 
as that of the old, decreased in the 
amount of any insurance proceeds 
that were not reinvested and increased 
in the amount of gain or decreased in 
the amount of loss to the taxpayer 
that is recognized. 


Replacement must be not later than 
one year after the close of the first 
taxable year in which any part of the 
gain upon the conversion is realized. 
The Commissioner of Internal Rev- 


enue may grant a longer period if 








"Georgia Carolina Chemical Company, 
CCH Dec. 14,242(M), 3 TCM 1213 (1944), 
T. C. Memo., entered November 18, 1944. 

* Jamaica Water Supply Company v. Com- 
missioner, 42-1 ustc § 9251, 125 F. 2d 512 
(CA-2). 

*T. T. 2646, XI-2 CB 59. 
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* Houston Chronicle Publishing Company, 
CCH Dec. 14,180(M), 3 TCM 1071 (1944), 
T. C. Memo., entered October 12, 1944. 

” Code Sec. 1033(a)(3). 

* Henderson Overland Company, CCH Dec. 
1703, 4 BTA 1088 (1926). 

* Kimbell-Diamond Milling Company, CCH 
Dec. 16,204, 10 TC 7 (1948). 

* Rev. Rul. 57-134, 1957-1 CB 210. 


473 





the taxpayer files an application to 
establish a replacement fund. 

If there is an involuntary conver- 
sion (such as by a fire), the insurance 
proceeds for the loss of a variety of 
assets may be treated as a single item. 
One case involved a fire loss, where 
a corporation received about $39,000 
because of destruction of machinery 
and about $60,000 because of destruc- 
tion of buildings. The full amount 
was received from the insurance com- 
pany in the form of one check, which 
was earmarked as a single replace- 
ment fund. The Internal Revenue 
Service claimed that to the extent 
that the insurance proceeds for the 
loss of machinery were not devoted 
to the acquisition of other machinery, 
there was taxable gain. It was held, 
however, that there had been but one 
involuntary conversion. Thus, there 
was no gain except to the extent 
(if any) that the proceeds for the 
loss of machinery and buildings were 
not used in the acquisition of other 
machinery and buildings.*° 


One type of reinibursement which 
may be taxed as ordinary income is 
use and occupancy insurance. There 
are two forms of this coverage, with 
different tax aspects. Nonvalued forms 
of use and occupancy insurance usually 
define i reim- 
for estimated loss of net 
profits (to which is added continuing 


“coverage” in terms of 


bursement 


expense) or in terms of net expenses 
less expenses which continue during a 


shutdown. Valued forms of use and 


occupancy insurance generally pro- 


vide for a fixed amount to be paid 
by the insurer to the insured for each 
day of business interruption, regard- 
less of profits. 

Reimbursement for lost profits re- 
sulting from the partial or total sus- 
pension of a business for stated reasons 
(such as a fire) is fully taxable.® 
Inasmuch as the net profits them- 
selves would have been taxable as 
ordinary income, the insurance pro- 
ceeds in lieu of these profits are simi- 
larly taxed.** Reimbursement by the 
insurer is regarded as mere replace- 
ment of taxable profits.** This is the 
where the insured invests the 
entire insurance proceeds in buildings 
for the business. “If income is tax- 
able, the manner in which it is expressed 
not the owner thereof 
from tax.” 


case 


relieve 


65 


does 


The valued form offers a different 
result. Here the contract of insurance 
does not insure against the loss of 
net profits. It is a contract to pay 
the insured a flat per-diem allowance 
for the loss of the use and occupancy 
of the property destroyed until opera- 
tions are resumed. No gain is recog- 
nized if the proceeds are expended in 
the acquisition of similar property.® 
As was said in one case, “we know 
of no valid reason why proceeds from 
use and occupancy policies of the type 
here involved should be treated any 
differently than the proceeds from the 
straight fire insurance policies.” ® 

The two forms of use and occupancy 
insurance may thus be distinguished 


(Continued on page 495) 





® Massillon-Cleveland-Akron Sign Company, 
CCH Dec. 17,783, 15 TC 79 (1950). 

* Robert L. Merritt, “How the Proceeds 
of Use and Occupancy, or Business Inter- 
ruption, Insurance Are Taxed,” 36 TAxeEs 
306 (May, 1958). 

* Mellinger v. U. S., 54-1 ustc J 9197 (DC 
Tex., 1953), rev’d on other issues, 56-1 usTC 
7 9183, 228 F. 2d 688 (CA-5). 

* Massillon-Cleveland-Akron Sign Company, 
cited at footnote 60. 
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“* Oppenheim’s, Inc. v. Kavanagh, 50-1 ustc 
7 9249, 90 F. Supp. 107 (DC Mich.). 

® Miller v. Hocking Glass Company, 35-2 
ustc J 9671, 80 F. 2d 436 (CA-6). 

* Piedmont-Mt. Airy Guano Company, CCH 
Dec. 1310, 3 BTA 1009 (1926). See also 
Williams Furniture Corporation, CCH Dec. 
12,199, 45 BTA 928 (1941); Darlington 
Veneer Company, CCH Dec. 12,406-C, BTA 
Memo. Op., entered January 27, 1942. 

* Flaxlinum Insulating Company, 
Dec. 1955, 5 BTA 676 (1926). 
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STATE TAX NEWS 


AST YEAR, an indignant Congress followed the Supreme Court 

decision in Northwestern States Portland Cement and Stockham 
Valves with the enactment of the interstate income law. This law 
limited the power of states to tax income of foreign corporations 
simply because they had a salesman within a state. 


og) 


The United States Supreme Court recently decided Scripto, Inc. v. 
Carson, and now an indignant Congress proposes to amend the earlier 
law to limit the powers of states to impose use tax collection liability 
on interstate sellers. 

The Scripto case upheld a Florida use tax assessment against a 
Georgia corporation, not qualified to do business in Florida, on the 
basis that solicitation of orders on behalf of the corporation by inde- 
pendent contractors in Florida provided a sufficient contact with the 
state to support a law requiring the seller to collect Florida’s use tax. 

The new bills are denominated H. R. 12235 and S. 3549. Sup- 
porters are troubled because these bills come late in the third act and 
the curtain is due to descend at the end of this month. The imminence 
of the Republican and Democratic conventions prompts Congressmen 
to work in their respective home districts. Last year’s interstate legis- 
lation provided for a study of interstate sales which has not been 
completed, so it is doubtful that H. R. 12235 and S. 3549 will be passed 
at this session. Here is a run down on how these bills stand to date: 


The amendment proposed would prohibit a use tax assessment by 
any state or its political subdivisions on any person with respect to 
sales in interstate commerce when the only business activities within 
the state by such person or his representative are: (1) solicitation of 
orders for sales of tangible personal property, which orders are sent 
outside the state for acceptance and, if approved, filled by shipment 
from outside the state; and (2) solicitation of orders in the name of, 
or for the benefit of, a prospective customer when orders received from 
the customer, as a result of the solicitation, are those described in (1). 


Solicitation of orders or maintenance of an office by independent 
contractors on behalf of a person in a state would not be considered 
engaging in business in the state by the person for whom the orders 
are solicited. 


State Tax News 





The two committees to which the 
bills were referred (the Finance 
Committee in the Senate and the Judi- 
ciary Committee in the House) will 
make studies of all matters pertaining 
to imposition of sales and use taxes 
by the states on activities which are 
exclusively in interstate commerce, 
reporting their recommendations for 
uniform standard by July 1, 1962. 


Washington's Rentals Tax Out 

The tax imposed by the State of 
Washington on persons engaged in 
the business of renting or leasing real 
property doesn’t square up with the 
state’s constitution, the Washington 
Supreme Court has held. The law, 
says the court, lacks uniformity be- 
cause gross income of under $300 is 
excluded; a tax upon rents from real 
estate is a tax upon the real estate 
itself, and is thus a second tax upon 
real estate; and there is no tax levied 
upon unrented real estate. Prior de- 
cisions of this court have held that a 
tax on rental income is a tax on 
property and not an excise tax. (The 
Apartment Operators Association of 
Seattle, Inc. v. Schumacher. ) 


Trading Stamps 
and the Arizona Sales Tax 

You can’t collect a sales tax when 
the customer his trading 
stamps merchandise, the 
\rizona Supreme Court. The redemp- 
tion of trading stamps for premium- 
gift merchandise is not subject to the 


redeems 


for Savs 


gross income (sales) tax if the cost 
of this merchandise was included in 
the price of the sale for which these 
stamps were given. 


Charge for Installment Payment 
of Insurance Is Taxable 


An insurance company which adds 
to premium payments made under its 
installment premium plan an extra 
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charge to cover the cost of the plan 
must include these amounts as part 
of the “gross amount of premiums” 
received for computing the gross pre- 
mium tax. The Oregon Supreme 
Court ruled against the Allstate In- 
surance Company. 


New Tax Laws 


Here’s what state legislatures have 
enacted in recent months: 

California exempts sales of cigarettes 
at Coast Guard exchanges. 

Hawaii exempts the gross receipts of 
domestic grower-processors of acerola 
from general excise tax. They also 
exempt ti okolehao distilled by Ti 
Root Okolehao Hawaii, Inc., from the 
16 per cent alcohol tax for a five-year 
period. 

Massachusetts grants $4,000 real 
property exemption to veterans who 
received the Congressional Medal of 
Honor, the Distinguished Service Cross 
or the Navy Cross passes a law 
providing for study of corporation 
income tax law and also provides for 
a study of refund of income taxes 
paid on social security benefits 
passes a law permitting motor fuel 
distributors to withhold the 1 per cent 
allowance for collection expenses... 
changes due date for returns of motor 
carriers purchasing fuel out of state. 

Mississippi authorizes an alternative 
method of valuation for estate tax 
purposes like federal law defines 
situs of property for estate tax purposes. 

Rhode Island increases the estate 
and transfer taxes creates a 
new class of beneficiaries : niece, nephew 
and certain specific relatives by adop- 
tion, such as issue of an adopted child, 
husband or widower of an adopted 
daughter, etc.; class gets a $3,000 
exemption broadens definition 
of personal tangible property 
authorizes study of local taxation of 
movables and a motor vehicle code 
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exempts certain income 


charitable organizations. 


Colorado defines tax treatment of 
regulated investment companies. 

Maryland sets dates for filing of 
declaration of estimated tax. 

Michigan sets up extensive studies 
to investigate new ways to raise tax 
revenue. 

Now, back to interstate taxation. 


Some Reflections on Taxation 
of Interstate Commerce 


The following article by Rodman 
Sullivan is most appropriate in view 
of the Congressional activity in this 
area. The author discusses the hair- 
splitting that has been prevalent, and 
suggests that a realistic viewpoint be 
adopted. He is professor of economics 
at the University of Kentucky. 


Hi POWER OF STATES to tax 

the income of multistate corpo- 
rations has recently been restricted 
by an act of Congress.1. This some- 
what hasty action was designed to 
still the clamor of business interests 
fearful lest the formulas used by the 
states in taxing the income of firms 
doing interstate business result in tax- 
ation of more than 100 per cent of 
their income. 


The skeptic might add a wry note 
to the effect that the firms were not 
so much concerned with the formulas 
and their possible overlapping effect 
as they were with the prospect of 
having to pay taxes where taxes had 
not been paid before. 

The relief granted by the lawmakers 
stemmed from two United States 
Supreme Court decisions ? which made 
it clear that a state could levy taxes 
on the income of firms which solicited 
business and made sales within the 
state, even though they did not carry 
on the activities usually associated 
with the concept of “doing intrastate 
business.”” Somewhat oversimplified, 
the decisions allowed the “buyer” or 
market states to tap a source of reve- 
nue hitherto reserved to states which 
had produced, stored, or “accepted” 
orders for goods or had performed with- 
in their borders any other function 
which could be interpreted as estab- 
lishing a sufficient economic “nexus.” 

The following quotation from the 
majority decision in the consolidated 
cases just cited gives the setting: 
“Commerce between the states hav- 
ing grown up like Topsy, the Congress 
meanwhile not having undertaken to 
regulate taxation of it, and the States 
having understandably persisted in 
their efforts to get some return for 





*P. L. 86-272; 73 Stat This measure 
“does not reverse the Supreme Court’s deci- 
sion in the ‘Northwestern States’ and 
‘Stockham Valves’ cases as to the facts of 
these cases. . . . In order to secure im- 
munity, an out-of-state company must limit 
its activities in the taxing state to the 
solicitation of orders for sale of tangible 
personal property. Furthermore, these or- 
ders must be sent outside the taxing state 
for confirmation and filling.” (Taxpayer's 
Dollar, October, 1959, p. 4.) 

The Senate Finance Committee was 
cognizant of the fact that the limitation to 
tangible personal property left many facets 
of the problem untouched when it said: 
“There are no solutions in this bill for the 
problems of trucking companies, railroads, 
newspapers, pipelines, or radio and televi- 
sion stations, just to name a few.” 


State Tax News 


In the case of a nonresident firm which 
is represented in a state by a resident in- 
dependent contractor who also represents 
other out-of-state firms, this nonresident 
firm is granted specific immunity even 
though it sells through a “commission agent, 
broker, or other independent contractor,” 
who keeps an office in the taxing state. 
Northwestern States Portland Cement 
Company v. State of Minnesota and Wil- 
liams v. Stockham Valves and Fittings, Inc., 
4 stc § 200-002, 358 U. S. 450. Brown- 
Forman Distillers Corporation v. Collector of 
Revenue, 3 stc ¥ 250-463, 359 U. S. 28, should 
also be noted. The corporation had no sales 
offices in Louisiana—relying on salesmen 
sent regularly into the state—but the Court 
left standing a state income tax. 





the substantial benefits they have af- 
forded it, there is litthke wonder that 
there has been no end of cases testing 
out state tax The resulting 
judicial application of constitutional 
principles to specific state statutes leaves 
much room for controversy and con- 
fusion and little in the way of precise 
guides to the States in the exercise of 
their indispensable power of taxation. 
This Court alone has handed down 
some three hundred fulldress opinions 
spread through slightly more than that 
number of our reports.” 


levies. 


The majority and minority opinions 
might be said to have joined the issue 
over the summary statement: “We 
conclude that net income from the 
interstate operations of a foreign cor- 
poration may be subjected to state 
taxation provided the levy is not dis- 
criminatory and is properly appor- 
tioned to local activities within the 
taxing State forming sufficient nexus 
to support the same.” This conclu- 
sion was held to be no new doctrine, 
but merely a continuation of a long line 
pointing its way, especially well marked 
out with respect to state taxation of 
corporate net income. 

The dissenting opinion (by Justice 
Whittaker, joined by Justices Frank- 
furter and Stewart) held that a clean 
break was made with past decisions 
and, after citing the last-quoted sen- 
tence, added these words: “I respect- 
fully submit that this is novel doctrine, 
and that this Court has never before 
so held.” 

Justice Frankfurter, in his separate 
dissent, used similar words: “For me, 
the result of today’s decision is to 
break new ground.” Later he added: 
“Accordingly, today’s decision cannot 
rest on the basis of adjudicated prece- 
dents. This does not bar the making 
of a new precedent... . If new ground 





is to be broken, the ground must be 
justified and not treated as though it 
were old ground.” 


Various commentators on this de- 
cision have held that the majority 
“labored” to demonstrate continuity 
where no continuity existed. 


It is scarcely an exaggeration to 
say that the Supreme Court has made 
it practically impossible throughout 
most of the country’s history for the 
states to tax interstate commerce at 
all. The majority decision freely ad- 
mits this. After pointing out that 
there is no specific provision in the 
Constitution excluding interstate or 
foreign commerce from state taxa- 
tion, it pointed out that the exclusion 
is implied from the fact that states are 
forbidden to tax exports or imports 
and from the famous provision dele- 
gating to Congress the power to “regu- 
late Commerce with foreign Nations. 
and among the several States, and 
with the Indian Tribes.” * 


What was the purpose of vesting in 
the Congress the power to regulate 
interstate commerce? What was the 
nature of the cases, involving this 
power, upon which the United States 
Supreme Court was required to pass 
judgment prior to the development of 
State taxes upon corporate income? 


It is not necessary to retell here the 
oft-told story of the inadequacies of 
the Articles of Confederation. The 
following quotation will suffice to point 
up the need for the constitutional ban 
noted above: “Now came a disastrous 
result of the varying state tariffs and 
port duties. Some states saw and 
took the chance to benefit by the stern- 
ness of their neighbors. Other New 
England states having discriminated 
so heavily against British shipping, 
Connecticut invited it by throwing 





* For an example from the business press 
see Leonard E. Kust, “Tax Decision— 
What New State Levies on Business Will 
Mean,” Nation’s Business, April, 1959. 
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To an unhappily large proportion of 
Americans, government is like 

a New Year's Eve party. It comes 
once a year—as do elections— 
and the rest of the year is spent 
wondering blearily why such a 

fuss is made about it. 

—Senator Kenneth B. Keating. 


her ports wide. A further means of 
getting this trade for herself was the 
imposition of a tariff against goods 
coming into Connecticut from Massa- 
chusetts. This example of erecting 
barriers to trade between states was 
gleefully followed elsewhere. ; 
Duties therefore had to be paid [to 
New York] by market boats coming 
down the Sound or across the Hudson 
as though they had been trans-Atlantic 
freighters. Both Connecticut and New 
Jersey retaliated.” ® 


incontestable that the 
the Constitution wished 
to put such practices forever beyond 
the pale of the possible. The majority 
decision reviewed the types of de- 
cisions which, over the years, have 
done that very thing. The ideal was 
free movement of persons and goods, 
it emphasized, and, to a large extent, 
the ideal has gone untarnished. “More- 
over, it is beyond dispute that a State 
may not lay a tax on the ‘privilege’ 
of engaging in interstate commerce 

; Nor may a State impose a tax 
which discriminates against interstate 
commerce either by providing a direct 
commercial advantage to local busi- 
or by subjecting interstate 
commerce to the burden of ‘multiple 
taxation’. Such impositions have 
been stricken because the States, under 
the Commerce Clause, are not allowed 
‘one single-tax-worth of direct inter- 
ference with the free flow of com- 
merce.’ ”’ ® 


It seems 
framers of 


ness 


It has been stated that the “due 
process clause of the Fourteenth 
Amendment places a [still further] 
limit on the tax gathering activities 
of the States. A State cannot, con- 
sistent with due process, tax values 
with which it has no nexus.” * Never- 
theless, the increasing complexity of 
interstate business and the growing 
needs of the states for revenue have 
presented a problem of paramount in- 
terest to the economy. Unless the 
states are permitted to tax interstate 
business, firms doing like business on 
an intrastate basis are subjected to 
discriminatory disadvantages and the 
ability of the states to render services 
will be curtailed. 


Taxation of net income of multi- 
state firms has had its share of troubles. 
Broadly speaking, it can be said that 
it has fared very well where it is non- 
discriminatory, as between intrastate 
firms and interstate firms, and where 
the operations of the interstate firm 
in the state have been of such a nature 
as to establish an economic nexus. 
The crucial point is the nature and 
extent of the activities which con- 
stitute such a nexus. The majority 
opinion cited Peck & Company v. 
Lowe*® and United States Glue Com- 
pany v. Town of Oak Creek® to show 
that the Court had “distinguished be- 
tween an invalid direct levy which 
placed a burden on interstate commerce 
and a charge by way of net income 
derived from profits from interstate 
commerce.” After citing further cases, 
it was pointed out that corporations 
were being dealt with which were 
domestic to the taxing state, but that 
such circumstances were not controlling. 
The Court added that in Bass, Ratcliff 
& Gretton, Ltd. v. State Tax Commis- 
sion “the Company carried on the uni- 
tary business of manufacturing and 





* Broadus Mitchell and Louise P. Mitchell, 
American Economic History (Houghton 
Mifflin Company, 1947), p 

*°358 U. S. 458. See the cases cited there. 
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*Paul F. Hartman, State Taxation of In- 
terstate Commerce (1953), p. 258. 

*1 ustc 716, 247 U.S. 165. 

*1 stc J 245, 247 U. S. 321 (1918). 





selling ale, in which its profits were 
earned by a series of transactions be- 
ginning with the manufacture in Eng- 
land and ending in sales in New York 
and other places—the process of manu- 
facturing resulting in no profits until 
the State was justi- 
fied in attributing to New York a 
just proportion of the profits earned 


by the Company from such unitary 
710 


it ends in sales 


business.’ 


It was further pointed out that in 
this case the operations in the state 
were conducted at a loss “and still 
the Court allowed part of the over-all 
net profit of the corporation to be 
attributed to the State.” 


It may be well to indicate at this 
point that the Minnesota law at issue 
in the Northwestern case was enacted 
in 1933, with amendments in 1937 and 
1945, whereas California in 1937 pro- 
vided direct tax on corporate 
income from “any activities carried 
on in this State, regardless of whether 
carried on in intrastate, interstate, or 
* 2 


for a 


foreign commerce’ 
the Supreme 
Court, was let stand by the United 
States Supreme Court, though no 
written opinion was handed down.”* 


and, after being 


upheld by California 


The minority did not question the 
right of states to levy income taxes 
on net income from intrastate busi- 
ness. Its contention that no 
intrastate commerce was involved in 
either case, since all the 
interstate; therefore any formula us- 


was 
sales were 


ing sales to allocate taxable income 
for income tax purposes was invalid. 

Perhaps it should be pointed out 
here that various formulas have been 
used to allocate to the respective 


Perhaps some may think . . . that our 
Federal expenditures could be 
financed by taxing only the rich. 
[Let's] look a few facts 
in the face. . Were the Federal 
Government to confiscate through 
taxation all individual incomes over 
$10,000 per year, it would bring in 
only $5.6 billion, only enough 
to operate for 1 month.—Senator 
Winston L. Prouty of Vermont. 


states income of corporations doing 
interstate business. Some 16 varia- 
tions were discovered in 1939 by a 
National Tax Association committee. 
A combination of property, payrolls 
and sales seemed to be most popular, 
being embraced by ten states. Eight 
states used sales alone. Aside from 
these 18, sales appeared in the formulas 
of 11 other states and cost of sales in 
two others. 

The term “sales” itself is not un- 
ambiguous. The most natural and 
unsophisticated definition would be 
that sales take place in the state 
where the buyer has the goods de- 
livered for his use.** Such a simple 
and direct use of the term is not even 
considered. Studenski and 
Glasser note: “In some _ formulas, 
sales are identified as receipts at the 
office in which they are negotiated, in 
others as receipts at the place at 
which the goods are located, in still 
others as receipts at the place of the 
acceptance of orders, in quite a few 
as receipts at the place from which 
goods are shipped, and so forth.” ** 


to be 


This strained and legalistic concept 
of sales brought about the somewhat 
ludicrous situation in which we now 
find ourselves—to wit, soliciting orders 





1-2 NY Taxes § 312, 266 U.S. 271 (1924). 

“For a review of state taxing powers in 
this area, see Paul Studenski and Gerald 
J. Glasser, ‘New Threat in State Business 
Taxation,” Harvard Business Review, No- 
vember-December, 1958. 
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McColgan, 


"West Publishing Company v. 


328 U. S. 823. 

* Except in those cases where the buyer 
goes to the seller and takes the goods 
away, the seller knows not where. 

*Studenski and Glasser, work cited at 
footnote 11. 
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from a customer who thinks he has 
bought something and who (in 99 
cases in 100) has bought something 
and delivering to him the goods which 
he will pay for do not constitute “sales,” 
and therefore cannot be used in a 
formula to determine how much in- 
trastate commerce has 
on. 


been carried 

Unless strengthened by the loca- 
tion of property—preferably _ real 
property—activities such as the main- 
tenance of a sales office, the storage 
of merchandise, the meeting of a pay 
roll, etc., in the state are interstate 
in character and beyond the reach of 
the taxing powers of the “buying” 
state. *° 

The minority opinion relied heavily 
on this view of interstate commerce 
and intrastate commerce. 


In the face 


* Such a definition of sales (invalidating 
formulas using such a definition) presum- 
ably would have the approval of Studenski 
and Glasser if the following quotation is a 
fair statement of their views: “Admittedly, 
the state maintains a market in which the 
out-of-state corporations sell their 
but it does so primarily for the benefit of 
its citizens and not for that of these corpo- 
rations.” A somewhat different approach is 
taken by Professor Lowell Harriss (“Inter- 
state Apportionment of Business Income,” 
American Economic Review, June, 1959), who 
begins by saying that “income is created 
by human and material and 
“property and labor contribute to net profit 
in proportion to what the firm pays for 
them. Payroll data are available, 
but figures for annual ‘spending’ on services 
of property do not exist in any form that is 
usable for the purposes at hand.” 

This approach leaves out sales as such, 
but would admit (presumably) the money 
spent on salesmen and selling efforts in the 
buying state, sums not at all easy to allo- 
cate if the salesmen live in or are paid from 
an office in another state, or both. Even 
more difficult would be ascertainment of 
other selling costs, such as advertising out- 
lays for labor in the buying state. 

The difficulties involved in allocating to 
the various states the income of multistate 
firms are not likely to be overcome by a 
simple formula. S. E. Leland, for one, 
thinks poorly of the wages-tangible prop- 
erty-sales formula. “Perhaps they have a 


goods, 


resources” 
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of the facts—pointed out in the ma- 
jority opinion—that 48 per cent of all 
sales of cement made by Northwest- 
ern States Portland Cement Company 
were made to Minnesota dealers, con- 
and ready-mix companies, 
that this business was regularly and 
systematically solicited and that “a 
leased sales office equipped with its 
own furniture and fixtures and under 
the supervision of an employee-sales- 
man known as ‘district manager’ ”’ *° 
was maintained in the state, no intra- 
state business 
Minnesota. 


tractors 


was being done in 
It taxes the imagination to believe 
that the men who drafted the United 
States Constitution had in 
concept of regulation of 
commerce which 


mind a 
interstate 
could be stretched 


to such an extreme. 


monopoly on a favorably situated natural 
resource. May not the economy of large- 
scale buying be the foundation of the whole- 
sale, jobbing and merchandising trade. 
Other concerns may secure profit margins 
from financial management, ability to secure 
discounts, or interest rates on 
loans.” (“Harding on Double Taxation,” 
24 California Law Review 379 (1936).) See 
also Geoffrey J. Lanning, “Some Realities 
of Tax Reform,’ Compendium of Papers on 
Broadening the Tax Base, submitted to the 
Committee on Ways and Means (November, 
1959), Vol. 1, p. 19: “By legal ‘myths’ or 
‘concepts’ is meant not only ideas with a 
particular form or content, but also the way 
those ideas are employed within the tax 
other legal processes. Thus 
you may have a tax concept such as 
or ‘reorganization’ or ‘gift’ or 
which may have, at least definitionally, 
some ascertainable factual content either 
now, or when it originally developed. But 
if it is continually applied to situations not 
really described by that basic notion, or if 
it is not applied to situations where it is 
appropriate, then its use becomes more and 
more artificial or ‘conceptual,’ and it may 
come to rationalize special interests in a 
general context. This may in part repre- 
sent a process of economic evaluation. The 
‘sale’ concept initially comprised such a rela- 
tively simple transaction as the purchase of a 
pig in the market.” (P. 33.) 
plied.) 
*356:U. 


even low 


and decision 


‘sale’ 
‘dividend’ 


(Italics sup- 
S. 454. 
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The artificiality of the distinction 
made by the minority—which it firmly 
believes to be the historic or tradi- 
tional attitude of the Court—is ap- 
parent if one looks at the borderline 
separating nontaxable interstate com- 
merce from taxable intrastate commerce. 


For example, suppose that 100 per 
cent, instead of 48 per cent, of the 
cement produced by Northwestern 
States Portland Cement Company had 
been sold in Minnesota, that all the 
salesmen lived there and that Minne- 
sota allocated income for tax purposes 
of multistate firms on the basis of a 
formula giving one-third weight to 
each of the factors of sales, property 
and payrolls. According to the minority 
view, Minnesota’s income tax would 
be completely inapplicable. 


Suppose now that Northwestern 
should “accept” one order within the 
boundary of Minnesota or should pur- 
chase a tiny lot and erect thereon a 
ten-foot by ten-foot office for the 
district manager or should store a few 
bags of cement inside the state or 
should prepare a salary check for one 
of its salesmen in the district 


ager’s shack 


man- 
all or any one of these acts 
might very well completely change 
the picture and make one third of the 
firm’s net income subject to tax by 
Minnesota. That such a tiny and in- 
significant change in the procedure of 
doing business should trigger a change 
from no tax liability to extensive lia- 
bility is wholly absurd, but it is typical 
of the vast superstructure erected on 
just such hair-splitting foundations by 
our obstinate refusal to develop a co- 
herent and logical concept of what eco- 
nomic activity is and where it takes 


place. 


The problem of jurisdiction appeared 


almost as soon as more than one juris- 


diction appeared. If a ferry operates 


on a stream separating two towns, 


* Roswell Magill and John M. Maguire, 
Cases in Taxation, p. 473. 
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two municipalities, two counties or 
two colonies, which of the two has 
taxing jurisdiction over the boat it- 
self? Over the owner and operator 
if he chooses to live in a shack on the 
boat? Which has authority to levy 
a poll tax or a faculty tax? If he ex- 
presses no preference for citizenship, 
he is told that he must declare one 
anyway; so he tosses a coin or draws 
straws, and a fortuitous event gives 
all the poll tax, all the property tax 
and all the faculty tax to one govern- 
ing body and none to the other. Yet 
it is beyond belief that the business 
furnished to the ferry should all come 
from one side of the stream. 


As long as the economy is simple, 
the jurisdictional problem is not overly 
difficult. Men are likely to live and 
carry On economic activity where they 
have property, and vice versa. So en- 
trenched did this concept of residence 
become that it dominated and still 
dominates the thinking of the courts 
for the most part. “As late as the 
beginning of the twentieth century 
there was a common assumption that 
personal property, tangible as well as 
intangible, might be taxed, or at least 
employed as the measure of a personal 
tax, at the owner’s domicile. . . . Con- 
versely, local tangible personalty of 
foreign owners was at one time ex- 
empted from taxation.” 1” 


Although the law today is far from 
being a simple dichotomy—real estate 
and tangible personalty where it is 
and intangible property at the owner’s 
domicile—it is permeated from top 
to bottom by a set of more or less 
arbitrary distinctions for allocating 
taxable authority. On one hand, it 
seeks to prevent “tax colonies” (con- 
trived concentrations of tax base in 
narrow jurisdictions) and, on the 
other, to enforce due process by deny- 
ing taxable jurisdiction unless there 
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“be some reciprocal relation between 


the government and the taxpayer.” *® 


How closely do these reciprocal re- 
lations correspond with the ability to 
exact contributions and how closely 
do they correspond with the contri- 
butions which the jurisdiction made 
in caring for and fostering the in- 
come-producing economic activities? 
With respect to the former, there is 
yet within our law and administrative 
practice a vast residue of the age of 
violence and force even as the collec- 
tion of property taxes by the sheriff 
in some states is a vestige of a time 
when strong-arm resistance might not 
be unexpected. 

There is not always a logically satis- 
fying relationship between the recog- 
nized bases upon which taxes may be 
levied and the services of organized 
government in protecting and foster- 
ing the income-producing activities. 
Examples abound, but are almost 
superfluous. Permission to exist as a 
corporate entity is perhaps the near- 
est to the farcical as witnessed by 
revenue raked in by Delaware, the 
“home” state of so many corpora- 
tions. Physical possession, through 
geographic necessity, of an essential 
link in a chain of property is illus- 
trated by the murderous exactions of 
New Jersey from the railroads which 
cannot get to New York City without 
passing through the state. Residence 
may be equally nebulous. The length 
of actual sojourn in a place has little 
or nothing to do with “official” resi- 
d nce for tax purposes. Home, for 
the most part, is where the taxpayer 
says it is..° He may spend much 


time either for business or pleasure in 
other places, but if he votes (or at 
least is registered to vote), possesses 
church membership, sends his children 
to school, pays a poll tax, files federal 
income tax or files state income tax, 
there, he most likely will be held to be a 
citizen of the jurisdiction unless the 
location of his family elsewhere makes 
the claim patently absurd. A con- 
cert artist may perform all over the 
country, but even few of the states 
having personal income taxes attempt 
to collect from such itinerant activity, 
and it is all attributed to his place of 
“residence.” In fiscal year 1958, New 
York collected almost one third of all 
revenue collected by state personal 
income taxes in this country. 


The “reciprocal relationships” upon 
which the tax structure rests are di- 
verse and varied, but all rest upon the 
power to exert force. A corporate 
charter can be revoked, as can quali- 
fication to do business in the state, 
which is required in some cases. Real 
property can be seized and sold. Bank 
deposits can be impounded. Even in 
death, the deceased 
would be meaningless; but possession 
of his property is a different matter. 
If the estate contains corporate shares 
or registered bonds, the “home”’ state 
of the corporation may deny waivers 
on the securities until its laws are 
complied with. There have been cases 
in which two or more states have 
successfully contended for the right, 
as the home state of the decedent, to 
tax his estate, and the Supreme Court 
has not interfered. Perhaps the best 
known is that of the taxation by both 


possession of 





* Harold Groves, Financing Government 
(5th Ed.), p. 391. 


19 46 


Domicile, inhabitancy, and residence 
usually, but not always, have substantially 
identical meanings in the present connec- 
tion.” Magill and Maguire, work cited at 
footnote 17, at p. 472 (footnote). For a 
contrasting view, see Harrison Tweed and 
Christopher S. Sargent, “Death and Taxes 
Are Certain—But What of Domicile,” 53 
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Harvard Law Review 68: “A man’s inten- 
tion, desire, or understanding as to where 
his domicile or legal residence is, has no 
materiality. It has been said that ‘a man’s 
home is where he makes it, not where he 
would like to have it.’ It might also be 
said that ‘a man’s domicile is where the law 
fixes it, not where he tries to put it.’ The 
man himself fixes his home; then the law 
fixes his domicile.” 
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Pennsylvania and New Jersey of the 
estate of John T. Dorrence, who, rela- 
tively late in life, moved from New 
Jersey to Pennsylvania, but continued 
to think of New Jersey as his “home” 
state. Suppose the Dorrence will and 
all his securities had been in a locked 
box in New Jersey. Suppose, further, 
that the corporate properties had been 
in the state, and that none of the firms 
in which he was interested were in- 
corporated in Pennsylvania. Of what 
avail would it be to Pennsylvania that 
the Dorrence family and residence 
were within its borders, or that Dor- 
rence was buried there? The resi- 
furnishings and automobiles 
could be seized, and that would be all 
for Pennsylvania. No matter where 
a man made his money, if he chooses 
to put it in cash in a locked box in 
Nevada, no state transfer tax of any 
kind can prevail even if the man died 
in another state and was buried there. 
A Chicago mail-order house can in- 
struct a foundry in Michigan to ship 
a stove from its warehouse in Indiana 
to a customer in Kentucky, but by 
definition the gains from this inter- 
state commerce accrue to Illinois, and 


Kentucky can’t touch it. [The End] 


dence, 


Formula 
for Unitary Railroad Businesses 
This month John A. Wilkie, of 


Madison, Wisconsin, continues his 
series, discussing a reasonable uniform 
apportionment formula for unitary 
railroad businesses and affiliated com- 
panies. 


LTHOUGH all of the states which 

have taxes on net income or taxes 
measured by net income do not in- 
clude the income derived from rail- 
road corporations as taxable, those 
which do are sufficient in number to 
warrant the setting up of a reasonable 
uniform apportionment formula for 
unitary railroad operations. The 
question of whether the railroads 
should or should not be exempt from 
net income tax is not discussed here. 
For purposes of discussion, it is as- 
sumed that they are not exempt. 


Altman and Keesling state: “The 
benefits which it (a unitary railroad) 
receives from the state’s governmental 
organizations in the form of protec- 
tion to its property, to its employees, 
to the passengers and freight carried 
and in other ways, are real and sub- 
stantial. Accordingly, it is fitting that 
a portion of the company’s total net 
income should be apportioned to each 
of the states in which the company 
operates,” * 


The use of a formula, rather than 
of separate accounting, in the case 
of interstate railroads was upheld in 
Fleming v. Oklahoma Tax Commission, 
157 F. 2d 888, cert. den., 329 U. S. 812, 
reh’g den., 330 U. S. 855 (1946). 


By examining the current statutes 
and regulations of the various state 
net income tax laws, it is apparent 
that railroads are treated quite differ- 
ently by different taxing jurisdic- 
tions.?, The effect, of course, is to 





*Altman and Keesling, Allocation of In- 
come in State Taxation (2d Ed.) (Chicago, 
Commerce Clearing House, Inc.), p. 118. 

* Arkansas, Mississippi and Missouri use 


direct allocation. Arkansas takes the gross 
operating revenues within the state, includ- 
ing an equal mileage proportion within the 
state of the interstate business and deduct- 
ing the proportionate average of operating 
expenses for the whole business—as shown 
by the Interstate Commerce Commission’s 
standard classification of accounts. To the 
net operating revenues thus determined is 
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added nonoperating income from sources 
within the state, together with a propor- 
tionate part (based upon the ratio of gross 
operating revenues from sources within the 
state to the entire gross operating revenue) 
of all nonoperating income from sources 
other than within the state and deducted 
therefrom are miscellaneous operating ex- 
penses within the state and a proportionate 
part of all deductions from gross income as 
set forth in the Interstate Commerce Com- 
mission classification of accounts, based 
upon the proportionate average of operating 
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have either over- or under-taxation 
of unitary railroads operating in 
states with different methods. 


The essence of the uniform appor- 
tionment formula for railroads is that 
the factors included should be uni- 
form in all states involved, that they 
should be defined and applied in a 
similar manner in each such 
and that the weighting of such factors 
If rea- 


state, 


should be on a similar basis. 
sonable, the formula used for net in- 
come tax purposes should be similar 
to that used for property tax purposes. 
This will simplify compliance and 
administration problems. 


What factors should be included? 
In the first place, it is submitted that 
a property factor should be included. 
Property owned and used, or leased 
and used—including both fixed and 
rolling stock—is a substantial factor 
in the production of the net appor- 
tionable income, The fixed property 
consists not only of the roadbed or 
right of way, but also of stations for 
the loading and unloading of passen- 
gers and freight, for the selling of 
tickets, and for the transaction of 
other affairs in connection with its 
business. There is also the rolling 


stock which is operated partly within 
and partly without the taxing state. 





(Footnote 2 continued) 

expenses for the whole business. Missis- 
sippi uses a similar method. Missouri ap- 
parently uses a similar method by taking 
revenue from service conducted wholly 
within the state and adding revenue from 
interstate business on the basis of a mileage 
ratio and then deducting ordinary expenses 
incurred in the state. Missouri provides for 
an elective alternative of an apportionment 
formula comprised of the single factor of 
investment (undepreciated), including fixed 
transportation facilities, real estate and im- 
provements, plus the value of any leased 
property. 

North Carolina and South Carolina use a 
single revenue factor formula. North Caro- 
lina uses “railway operating income,” and 
South Carolina uses gross receipts. Rail- 
Way operating income from business done 
within the state means railway operating 
income from business wholly within the 
state plus the equal mileage proportion 
within the state of each item of “railway 
operating revenue” received from the in- 
terstate business of the company. It is 
provided that, in determining the taxable 
income for a railroad company when it is 
operating two or more lines of railroad not 
physically connected and when one of such 
railroad lines is located wholly within this 
state, the actual earnings and expenses of 
such line in this state—insofar as they may 
be severable—shall be used in determining 
the net income taxable in this state. 

Tennessee uses two apportionment factors 
—gross receipts and mileage. Gross receipts 
are those receipts from operations begin- 
ning and ending within the state without 
entering or passing through any other state, 
as compared with its entire gross receipts 
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from such operations within and without 
the state. Mileage means mileage owned 
and operated in the state plus mileage 
leased and operated in the state to the total 
of such mileage. 

North Dakota uses tangible property and 
a business factor which includes wages and 
salaries and other compensation to em- 
ployees, plus receipts. For the property 
factor, rolling stock and equipment are 
allocated on the basis of car and locomotive 
mileage. Receipts within the state are de- 
fined to include not only all receipts from 
business commencing and terminating within 
the state, but also such portion of receipts 
from all interstate business passing through 
or into or out of the state as is determined 
by applying to the gross receipts from all 
such business that percentage which the 
mileage within the state over which busi- 
ness was carried is of the entire mileage 
over which business is carried. 

Oklahoma uses property, direct costs and 
revenue. In the property factor, 
mobile equipment is divided on a mileage 
basis. In the direct cost factor, wages of 
trainmen are allocated on a mileage basis. 
For the gross revenue factor, the ratio shall 
not be less than the allocation of revenues 
to the state as shown in the railroad’s an- 
nual report to the Oklahoma Corporation 
Commission. This formula was upheld in 
Fleming et al. v. Oklahoma Tax Commission, 
157 F. 888 (1946). 

California uses property, payroll and sales 
factors. For the property factor, rolling 
stock is apportioned on the basis of mile- 
age. This formula was upheld in Southern 
Pacific Company v. McColgan, 68 Cal. App. 
2d 48, 156 P. 2d 81 (1945). 


gross 
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In addition to a property factor, 
there should be other factors which 
represent other activities of major im- 
portance in the production of net ap- 
portionable income. The employment 
of human services is certainly one 
such factor, and it is submitted that 
a payroll factor should therefore be 


included. In addition to capital and 


Property 
factor 
Apportionment Ratio 


By removing the payroll factor and 
using the line-haul and terminal fac- 
tors along with the property factor, 
the formula can be made to coincide 
with that proposed for railroad ad 
valorem property taxation on the basis 
of unit value.*® 


\pportionment Ratio (a) prop- 
erty factor + (b) line-haul factor + 
(c) terminal factor 

(a) ratio of net revenue 
from railroad operations plus depre- 
ciation and retirement expenses to total 
operating revenue; 


where 


ratio of line-haul ex- 
pense to total operation revenue ; 


where (b) 


and where (c) ratio of terminal 
expense to total operation revenue. 

There is considerable merit, in terms 
of simplicity in administration and 
compliance, in having the formula 


similar for the two types of taxes— 


although it is not mandatory. In 
unit value determination we are con- 
cerned with long-run value, while with 
the net income tax only the current 
tax year is involved. Instead of weight- 
ing the factors on the basis of a moving 


*See A. G, Mott’s Proposal on Railroad 
Allocation, 1947 NATA Proceedings, p. 27. 
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labor, however, consumption of serv- 
ices rendered is essential to the reali- 
zation of net apportionable income. 
These services are in the form of 
passengers and freight carried and/or 
handled. A third service consump- 
tion factor which should be included 
consists of both “line haul” and “ter- 
minal” activities. Thus the appor- 
tionment formula would be: 


Line Terminal 

haul + factors 

Payroll — - ———— 
+ factor + 2 


average of, for example, five years— 
as may be done for property tax pur- 
poses—the factors should be weighted 
on a current-year basis for the net 
income tax apportionment purposes. 
The property factor would be weighted 
on the basis of the proportion of net 
revenue from railway operations plus 
depreciation and retirement expenses 
to its total operating revenue. The 
line-haul factor would be given a 
weight that would be proportional to 
the line-haul expense of the carrier 
as a portion of its total operating 
revenue. The terminal factor would 
be given a weight that would be pro- 
portional to the terminal expense of 
the railroad as a proportion of its 
total operating revenue. 


It may noted here that under 
a five-year average, covering the period 
1943-1947, the weight of the property 
factor was ordinarily in the range of 
40 to 50 per cent; that of the line- 
haul factor in the range of 30 to 40 
per cent; and that of the terminal 
factor in the range of 15 to 20 per 
cent.* The above weighting is desig- 
nated to take account of the varying 
character of the railroads. 


be 








*Report of the Committee on Railroad 
Allocation, 1949 NATA Proceedings, p. 60. 
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In using this three-factor weighted 
formula, the property factor is figured 
on the basis of appraisals of the Inter- 
state Commerce Commission which 
are set up at reproduction cost less 
depreciation. The line-haul factor is 
measured in terms of traffic units which 
consist of ton miles plus passenger 
miles of persons transported. The 
terminal activity factor consists of 
tons originated and terminated, given 
a weight of three, and combined with 
tons received and delivered at 
nections given a weight of one.’ It 
has also been suggested that “loco- 
motive yard and train switching miles 
be used for a terminal factor in place 
of weighted tons handled.” * It should 
be noted that all of these measures 
of the three factors are readily avail- 
able, from statistics of the 
states, for each carrier.’ 


con- 


each of 


In the preliminary report of the 
National Tax Association Committee 
on tax situs and allocation in 1950, it 
was suggested that a three-factor for- 
mula of property, payroll and sales 
factors be used for railroads. The 
use of a sales factor was objected to 
because it! would require any ship- 
ment of freight and any sale of a 
ticket to be attributed to the state of 
origin even though the freight and 
the passenger might move over a num- 
ber of railroads—the revenue being 
divided among the railroads and each 
being required to allocate it to the 
taxing state... This would also be the 
objection to the originating revenue 
factor of a single transportation uni- 
form formula of three factors of origi- 
nating revenue, line-haul activity and 
terminal activity. The final report of 
this committee, in 1951, didn’t include 


* Report of the Committee on Railroad 
Allocation, 1947 NATA Proceedings, p. 27. 

* Report cited at footnote 4, at pp. 59-62. 

. Report cited at footnote 5, at p. 27. 

* 1950 NTA Proceedings, p. 363; comment 
by Mr. Beckett (Illinois). 

* 253 U. S. 66 (1920). 
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treatment of transportation companies 
in its recommendations—except to rec- 
ommend that they be given separate 
study. 


Under the property factor, the traffic 
offices should be recognized for in- 
come tax purposes, even though they 
are rented. Such net rentals should 
be capitalized in a manner similar to 
that of rental property used in a uni- 
tary manufacturing business. 


Inadequacy 
of Single Mileage Factor 

The use of track mileage owned 
and operated plus mileage leased and 
operated as a factor is not satisfac- 
tory because it tends to favor the so- 
called “bridge states’ which do not 
have a great deal of terminal activity 
or property. Thus, in Wallace v. Hines,® 
it was held that apportionment on the 
basis of track mileage was contrary 
to the Fourteenth Amendment of the 
Constitution. 


Apportionment 
of Rolling Stock 


The unitary railroads’ rolling stock 
which is used should be represented 
in the property factor of the appor- 
tionment formula. To determine the 
place where such property was used 
during the tax period, the rule used 
for property tax structure seems ap- 
propriate. Thus, there is apportioned 
to each state that percentage of the 
value of the rolling stock which the 
number of miles over which it operates 
within the state bears to the total 
number of miles, both within and 
without the state, over which the 
property is operated.?° 


* See Oklahoma Sec, 878(g)(1), Tit. 68; 
and see Altman and Keesling, work cited 
at footnote 1, p. 117. North Dakota (Sec. 
57-3813) uses a percentage based upon the 
ratio that the car and locomotive mileage 
within the state during the year bears to the 
total of same. 
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Apportionment 
of Other Tangible Property 

In the property factor, the value of 
a railroad company’s roadbed or right 
of way within a state may be appor- 
tioned on the basis of the number of 
miles of roadbed or right of way used 
which is located therein to the total 
miles of roadbed or right of way used. 
Stations and other tangible property 
would be allocated on the 
physical situs. 


basis of 


Apportionment 
of Payroll 

If a payroll factor were used, there 
would be the problem of allocating 
the wages and salaries of train-operat 
ing personnel between the states in 
which they operate. Preferably, this 
would be done on a time basis, although 
for simplicity it could be done on a 
mileage basis. 


Originating Revenue 
in Lieu of Property Factors 

In an effort to eventually define 
and use a similar uniform formula for 
all transportation firms, 
revenue” 


“originating 
might be substituted for the 
property factor. 

both a 
activity and 
the source of the effective demand for 


“Originating revenue” is 


good index of terminal 


the services offered by the railroad 
Ireight and passenger traffic may be 
heavier in one direction than in the 
This factor would 
be based upon having the receipts for 
passenger transportation apportioned 


opposite direction. 


to the state where the tickets are sold 
(There would be 
excluded, however, unused transpor 
tation and that portion of transporta- 
which is over other railroads.) 
Receipts from the transport of freight 
would be apportioned to the state 
where the freight is picked up. The 


to the passengers. 


tion 


task of allocating the portion which 
is over other railroads would be quite 
a task, but it is worth investigating 
as to whether there isn’t some com- 
paratively simple mechanical way that 
this can be done. 

There is also the problem of “off” 
line sales, which are made in other 
states, where the point of departure is 
within the taxing state. These should 
be included as originating revenue 
within the state of departure. On the 
other hand, “off” line sales which are 
made within the state in the railroad’s 
own offices, or in those of a travel 
agency, should be included where the 
point of departure is in some other state. 


It may be observed that there is a 
need for a uniform apportionment 
formula for unitary railroads and that 
a reasonable basis for such a uniform 
method would be a formula composed 
of the three factors of property, line- 
haul activity and terminal activity 
with appropriate weighting similar to 
that recommended for the allocation 
of railroad property in state property 
taxation. Upon further study and in- 
vestigation, it may be found appropri- 
ate to use an originating revenue 
factor in lieu of the property factor. 


Formula _ for 
Unitary Railroad Car Corporations 


In addition to the railroads them- 
there are also corporations 
which own and lease various railroad 
cars to the railroads, or which own 
and use such various railroad cars on 
the railroads in a unitary manner in 
more states. This includes 
refrigeration car companies, tank car 
companies and sleeping car companies. 
West Virginia" apparently is the only 
state which provides, specifically, for 
the allocation of the net apportionable 
income of such unitary businesses on 
the basis of car miles of car operation. 


selves, 


two or 





“See Altman and Keesling, work cited at 
footnote 1, p 163. 
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It is submitted that this factor might 
well be adopted as a uniform reason- 
able standard for the apportionment 
of the net apportionable income of 
such unitary business. These com- 
panies usually have one or two bases 
in which they maintain and repair 
their equipment. If fixed tangible 
property were used as a basis for al- 
locating car equipment, it would ob- 
viously lead to the concentration of 
the net income in a very small number 
of locations—instead of spreading it 
among the states where the cars are 
used. A ton-mile ratio, instead of a 
simple mileage ratio, would improve 
the equity of the formula—by consid- 
ering the amount carried in addition 
to the fact that goods were carried a 
certain distance. 


Formula 
for Unitary Express Companies 
Besides the railroads and railroad 
car corporations, there are also express 
companies which are unitary in na- 
ture. In one case, mileage alone was 
rejected; but, employed in a formula 
with property and payroll, it was ac- 
cepted.’* In another case, the num- 
ber of cars was used.**® West Virginia 
specifically provides for apportion- 
ment upon the basis of car miles of 
car operation. Louisiana uses a two- 
factor formula of property and gross 
apportionable income. Mobile equip- 
ment is allocated on the basis of mile- 
age operated. Mississippi uses mileage 
proration of gross operating revenues 
less same for operating expense or 
operating ratio—for their whole busi- 
ness, as shown by the accounts of the 
Interstate Commerce Commission. 
This is a separate allocation method. 
It is submitted by the author that 
there should be an originating revenue 


factor defined on the basis of the place 
where the freight express is picked 
up,’* a line-haul factor of revenue ton 
miles and a terminal factor of “rev 
enue tons handled,” or originating and 
terminating tonnage. 


Formula 
for Unitary Bridge Companies 


Frequently, toll bridges will span 
a river which is on the state border. 
Thus, one end of the bridge is in state 
A, and the other end is in state B. 
The question arises as to how the ap- 
portionable income earned by such a 
toll bridge should be apportioned be 
tween these two states. 


Missouri specifically provides that 
where any toll bridge is owned and 
operated by a railroad taxpayer, or a 
corporate taxpayer owning a railroad 
corporation using a bridge, the ex- 
penses and revenues relating to the 
operation of the bridge may be in- 
cluded in the return of such railroad. 
However, if a bridge is operated by 
another corporation required to file 
an income tax return, one half of the 
income or loss to such corporation 
from the operation of such bridge may 
be included in such return by adding 
to or subtracting from other net in- 
come or loss shown by the return. 


Under Wisconsin law, such a bridge 
would be treated as a special case 
(since it does no manufacturing or 
merchandising) under Section 71.07 
(5), 1957 Statutes. The apportionable 
income of the taxpayer is composed 
solely of toll receipts for the use of 
the bridge and approaches. How 
does one determine how much prop- 
erty is in each state’ First, there is 
the basic cost of the bridge alone, 
without the approaches, which is di- 











* Pacific Fruit Express Company v. McCol- 
gan, 67 Cal. App. 2d 93, 153 P. 2d 607 (1944). 


* Commissioner of Revenues v. Pacific Fruit 
Express Company, 3 stc 250, 296 S. W. 2d 
676 (1956). 


State Tax News 


“Altman and Keesling, work cited at 
footnote 1, p. 129, recommend that “receipts 
from the transportation of freight be appor- 
tioned to the state where the freight is 
picked up.” 
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vided 50-50 between state A and state 
B. Then the cost of the approaches 
is specifically assigned to the place 
where the approach is located, These 
may be both railroad and highway ap- 
The resultant percentage 
of costs in state A to total costs is a 
percentage.” per- 
centage is applied to the “current 
capitalized cost” of the bridge and ap- 
The current capitalized 
cost is basic cost adjusted by subse- 
quent additions and eliminations, less 
depreciation. After the basic percent- 


proaches. 


“basic This basic 


“cc 


proaches. 


age is applied to current capitalized 
cost, the amount so allocated to state 
A is increased by the value of the 
real estate owned in state A. This is 
usually a fixed figure. Total current 
capitalized cost is also increased by 
the total land value. It is the result- 
ing final relationship, between the 
costs allocated to State A and total 
costs, that is the percentage applied 
to the total net apportionable income 
to determine the apportioned income 
attributable to sources within state A.'° 


It might be argued that, in addition 
to the property factor, there should 
be included a ton-foot factor which, 
where the middle of the 
bridge was also the middle of the river, 
would be 50-50. The bridge approach, 
however, may be longer on one side 
than on the other. In addition, there 
might be added an originating rev- 
enue factor which would reflect the 
origin of demand for the bridge. If 
more demand originates from state A 
than from state B, a greater share of 
net 
to state A, 


in cases 


allocated 
the 


income should be 
This 


any 


would make 


formula composed of property, ton- 


foot and originating revenue factors 
equally weighted. 


Formula for Unitary 


Water Transportation Business 
Where a taxpayer is engaged in 
transporting passengers and/or freight 
by water over a route extending into 
two or more states, there is a unitary 
water transport business. Since the 
transportation service performed may 
take place, at least in part, in inter- 
national waters, any apportionment 
method which includes a mileage 
factor would be inadequate since the 
mileage factor would include in its 
denominator exempt miles relating to 
international water movements. An 
apportionment formula based purely 
upon mileage is therefore inadequate.’® 


One possible formula for use would 
follow the method used by California 
of including property, payroll and 
gross receipts factors. In the prop- 
erty factor, the vessels or barges, in- 
stead of being allocated on a mileage 
basis, are allocated according to the 
ratio that the number of days in port 
in the taxing state where they are 
doing business bears to the total num 
ber of port days in states and coun- 
tries where they are “doing business” 
during the income tax period. For 
the payroll factor, the compensation 
of the employees aboard the vessels 
could be allocated on a similar basis. 
Periods of time during which the ves- 
sels are tied up because of strikes or 
for repairs would be excluded in the 
computation. 


The result of using the “days in 
port” method is that the time spent 





* See Memorandum Brief 
Duluth and Superior Bridge 
Company, Dkt. No. 1-67, dated June 30, 
1941, Wisconsin Department of Taxation. 

“In the case of water transportation on 
inland waters, a mileage ratio was upheld 
for ad valorem taxes. See Ott v. Mississippi 
Valley Barge Company, 336 U. S. 169 (1949). 
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A mileage ratio for a net income tax would 
also allocate 100 per cent of net income if 
the entire transport were on inland waters. 
Louisiana uses mileage for interstate tow- 
boat, tug and barge operations. One half 
of the mileage for all navigable streams 
bordering on both Louisiana and another 
to be Louisiana miles. 
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on the high seas and the time spent 
in states or countries with no basis 
for tax jurisdiction is excluded from 
the denominator of the factor, and 
therefore it does not appear there as 
an exempt category. With respect to 
the receipts factor: Instead of using 
a mileage basis, the receipts for the 
transport of passengers would be ap- 
portioned to the state where the tickets 
are sold to the passengers. Receipts 
from the transport of freight would 
be apportioned to the state where the 
freight is picked up.** 

Another possible method might be 
that which is used in the province of 
Ontario, in Canada. It consists of 
the ratio that tonnage of shipping 
calling at ports in each jurisdiction 
plus tonnage of shipping docked dur- 
ing the whole year in each jurisdiction 
bears to the total of these factors for 
the whole operation of the company."® 

There is also the possibility of treat- 
ing water transportation in a similar way 
to other transportation businesses by us- 
ing an “originating revenue” factor 
comparable to the above gross receipts 
factor, which would represent the 
place of origin of the effective demand 
for the services; a movement factor 


which would be the port-day ratio 
comparable to the “arrivals and de- 
partures” ratio for aircraft; and, lastly, 
a terminal factor consisting of origi- 
nating and terminating tonnage. In 
some cases, a vessel may have a big 
load coming over, but a small load 
going back. This emphasizes the im- 
portance of giving weight to the origin 
of freight. 


It is submitted by the author that 
the factors of originating revenue, 
port days, and originating and ter- 
minating tonnage are preferable for 
the apportionment formula for water 
transportation, since they are com- 
parable to the factors used for other 
methods of transportation and are 
more indicative of the sources of net 
apportionable income. A much simpler 
method would rest merely on the 
basis of the single ratio of the num- 
ber of days in ports within the taxing 
state to the total number of days in 
all ports during the income tax period. 
This would not, however, give any 
weight either to variations in the 
amount of tonnage handled or to the 
place of origin of the receipts for car- 
rying passengers and/or freight. 


[The End] 


| WASHINGTON TAX TALK—Continued from page 437 


Treasury counterproposal would also 
permit a_ self-employed 
obtain tax deferral on retirement bene- 
fits, but with major differences. The 
principal difference is that a self- 
employed person having employees 
could deduct amounts set aside for his 
own retirement only by setting aside 
similar amounts for his employees. 
Basically this involves the establish- 
ment of a qualified pension plan, that 
is, one meeting the present Code re- 


person to 


quirements as to nondiscrimination of 
benefits and coverage. The Treasury 
plan also would provide limited retire- 
for self-employed 


ment deductions 


persons without employees. Some 
other major provisions of the Treas- 
ury formula are: 

(1) A proprietor or partner would 
be allowed to be covered under the 
plan only if he performed personal 


services. 








* See Altman and Keesling, work cited at 
footnote 1, pp. 118, 127, and 129, where the 
above method is set forth. 


State Tax News 


* J. Harvey Perry, Taxation in Canada 
(sponsored by the Canadian Tax Founda- 
tion, University of Toronto Press, 1951), 
p. 178. 
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(2) Limitations would have to be 
placed on pension contributions. A 
suggested basic annual contribution 
for a self-employed individual would 
be permitted, amounting up to 10 per 
cent of his earned (not self-employ- 
ment) income or $2,500, whichever 
was less. The contribution could ex- 
ceed the 10 per cent or $2,500 figure, 
but only where the pension plan pro- 
vided vested rights for at least some 
employees. 


(3) The present long-term capital 
gains treatment accorded to lump- 
sum distributions by qualified plans 
at termination of the employee’s service 
or at his death would be discontinued. 
This not only would be directed to 
plans of self-employed individuals, 
but would include all plans. 


On May 11, David A. Lindsay, 
General Counsel of the Treasury, ap- 
peared before the Senate Finance 
Committee to explain the Treasury’s 
views on H. R. 10. Surprisingly 
enough, the Treasury made a new 
proposal—that of a special nonnego- 
tiable federal government retirement 
bond, although the Treasury’s pro- 
posal does not go as far as the pro- 
posal of Senator Curtis. The Senator’s 
plan would permit all persons not 
covered under some kind of income- 
deferred pension plans to take limited 
deductions for investments in govern- 
ment bonds. 


In order to simplify administration 
from the standpoint of not only the 
individuals concerned but the 
Internal Revenue Service, the Treasury 
asked the Senate Finance Committee 
to give consideration to permitting 
self-employed individuals to invest 
their pension funds directly in spe- 
cial nonnegotiable federal government 
retirement bonds without the use of 
a trust. This would make possible the 
investment of pension funds with a 


also 


minimum of complexity and expense. 
It would also be likely to reduce 
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There are but two ways of 

paying debt— increase of industry 
in raising income, increase 

of thrift in laying out.—Carlyle. 


abuses in the misuse of pension funds 
and attendant complexity in the ap- 
plication of so-called prohibited trans- 
action rules. 


Historically, pension and profit-shar- 
ing plans have been accorded special 
tax treatment on the premise that 
they are for the exclusive benefit of 
employees. The present Code confines 
this special treatment to qualified pen- 
sion plans which meet certain tests as 
to nondiscrimination in favor of share- 
holders, executives or highly paid 
employees. 


Though a self-employed person can- 
not now be covered by a qualified 
pension plan, an owner-manager of a 
corporation may be covered by such 
a plan. This is because technically 
the latter is an employee of the cor- 
poration even though he owns it. This 
means that an owner-manager of a 
corporation may now arrange to secure 
all the tax advantages associated with 
coverage in a qualified plan despite 
the fact that, as the owner, he can 
establish the plan and arrange the 
conditions, including the size of the 
contributions and benefits for covered 
individuals. 


As a practical matter, where there 
are a substantial number of employees 
besides the owner, there are limits to 
the amounts that an owner-manager 
can afford to have contributed for 
himself under a qualified plan. Since 
qualified pension plans must not dis- 
criminate in regard to coverage and 
benefits, an owner-manager of a cor- 
poration with many employees gen- 
erally can receive substantial pension 
benefits only by going to the consid- 
erable expense of providing other 
employees pension benefits on a com- 
parable basis. 


TAXES —The Tax Magazine 





However, owner-managers of cor- 
porations who have no employees or 
a relatively small number of em- 
ployees earning modest salaries can 
now provide themselves with sub- 
stantial pensions under qualified plans 
without incurring considerable extra 
costs to pay for comparable pension 
benefits for others. Under such con- 
ditions, therefore, the contributions 
under the plan in effect may benefit 
only or mainly the owner of an enter- 
prise. The tax avoidance possibili- 
ties in this type of situation can be 
substantial. 


Amendments to Social Security 
Act.—The House Committee on 
Ways and Means has spent over a 
month considering amendments to the 
Social Security Act. It has turned 
down the provisions of H. R. 4700, by 
Congressman Forand of Rhode Island, 
which would have provided medical 
benefits to all retirees under the Social 
Security Act by an increase in employer- 
employee contribution rates; and it has 
discarded the Administration’s ‘“‘Medi- 
care’ program, which would have 
been financed by sharing of costs by 
the federal and state governments. 
The committee plan to provide medi- 
cal benefits for those retired under 
social security is expected to be a 
compromise between these two pro- 
grams. The committee is expected 
also to increase benefits paid under 
the act and to increase the contribu- 
tion base from its present $4,800 to 
$6,000. This increase in the contribu- 
tion base would cost employees and 
the employers an additional $36 per 
year under the present 3 per cent 
FICA rate. 


The Tax Court 


The President has reappointed three 


Tax Court judges and has appointed 
a new Tax Court judge for 12-year 


terms ending June 1, 1972. Reap- 


Washington Tax Talk 


pointed were Tax Court Judges Allin 
H. Pierce, Arnold Raum and Graydon 
G. Withey. Mrs. Irene F. Scott was 
appointed as a new member of the 
court, filling the position held by 
Judge Marion J. Harron, whose term 
ends on June 1, 1960. Judge Scott is 
no stranger to the Tax Court. Asa 
member of the Appeals Division, and 
staff assistant to the Chief Counsel, 
she appeared before the court on be- 
half of the Commissioner. 


The Commissioner 

The Commissioner has issued Rev. 
Rul. 60-189, which will help clarify 
the long-existing problem of when 
traveling expenses are deductible by 
construction and other types of workers 
who are assigned by their employer 
to work at locations away from their 
established place of residence. 


Traveling expenses include amounts 
expended for meals and lodging while 
working on a temporary basis at a 
distant job site. The term “temporary” 
has been established by the Commis- 
sioner, in most cases, as an employ- 
ment or stay on a job site of antict- 
pated or actual duration of less than 
one year. If the taxpayer remains at 
the job site for more than one year, 
or the facts indicate he will be em- 
ployed at the job site for more than 
one year, traveling expenses are not 
deductible for tax purposes. Also, 
if the employee receives per-diem al- 
lowances from his employer and his 
anticipated employment, or actual 
stay, is for more than one year, such 
cost-of-living allowances must be 
added to his taxable income and the 
employer must withhold income taxes 
on such amounts. (See Rev. Rul. 
59-371, I. R. B. 1959-47, 10.) 


The Commissioner has indicated 
that the IRS normally will not raise 
a question concerning the temporary 
nature of an employment or stay at 
a particular location of construction 
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workers whose trade requires them to 
seek intermittent employments away 
from home from time to time. How- 
ever, construction or other types of 
workers who move their “home” from 
job to job, such as by the use of a 
trailer, may have difficulty establish- 
ing that they were “away from home” 
for the purposes of deducting travel- 
ing expenses while working at a job 
site on a temporary basis. 

There have been numerous peti- 
the Tax Court of the 
States recently by aircraft 


tions filed in 
United 


workers who received per-diem allow- 
ances from their employers for travel- 
ing expenses, including meals and 
lodging, while assigned to remote 
missile and aircraft bases. The Com- 
missioner held that such per-diem al- 
lowances were taxable as additional 
income, and assessed tax deficiencies 
for the years involved. Under Rev. 
Rul. 60-189, the Commissioner will 
probably settle those cases where the 
taxpayer can show that he was on a 
temporary assignment for less than 
one year at a location away from his 
established home. 


WORTHLESS SECURITIES AND THE TECHNICAL AMENDMENTS ACT 


—Continued from page 454 


ble to establish a loss and still keep the 
stock in the family by sale of the 
stock to relatives not 
the sale is bona fide. 


specified if 


No final regulations have as yet 
been promulgated by the Internal 
Revenue Service on Section 1244. It 
is expected that regulations 
will clarify any ambiguities and will 
provide for the requirement of keep- 
ing certain records. Even without 
regulations, it is obvious that the in- 
dividual shareholder who expects to 
support an ordinary operating loss 
deduction arising from the sale, ex- 
change or worthlessness of Section 
1244 stock will be required to keep 
sufficient records clearly to identify 
the stock upon which the operating 
loss is claimed. This should include 
(1) a copy of the adopting plan along 
with evidence to sustain the corpo- 
ration as a small business corporation, 
(2) statements reflecting the basis 
and fair market values of property ex- 
changed for Section 1244 stock, (3) 
statements of gross receipts for the 
most recent five years and the classi- 


these 


fications of the various income and 
(4) records indicating the date stock 
was received, certificate numbers, 
basis for stock, and stock dividends 
on qualified stock.® 


The provisions of both Sections 
1242 and 1244 will probably create no 
real difficulties save administrative 
ones of determining if the companies 
are small business investment com- 
panies or if the corporations qualify 
as small business corporations. The 
basic purpose of the sections was to 
enable small enterprises to finance 
their economic growth more easily. 
It is felt by at least one Representa- 
tive in Congress that the idea for 
Section 1244 “originated in the mind 
of some wealthy father-in-law who 
saw a way of getting a tax credit for 
the losses he was experiencing in his 
son-in-law’s enterprises.” ** Be that 
as it may, the new sections create an 
opportunity for management and own- 
ers of small enterprises to provide a 
hedge against substantial 
case of business failure. 


losses in 


[The End] 





"9 Journal of Taxation 194, 197 (1958). 
“ H. Rept. 2198 (1958), p. 2. 
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*H. Rept. 2198 (1958), p. 49 (minority 
view of Representative Thomas B. Curtis). 
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TAX ORIENTING THE CORPORATE INSURANCE PROGRAM— 


Continued from page 474 


for tax purposes: In determining the 
recovery from the insurance company, 
is income experience to be a factor 
or is mere per-diem idleness due to 
a named cause, such fire? The 
answer to this question determines 
taxability: “yes” for the first part of 
the question, “no” for the second. 


as 


One of the most important cases 
of this type was decided recently.® 
A manufacturer had fire insurance on 
its plant. There were also policies 
entitled “Business Interruption In- 
cluding Contingent Indemnity Against 
Fire and Extended Coverage Perils.” 
These policies called for payment of 
specific amounts per week for a total 
suspension of business. If there were 
a partial suspension of business, the 
payment would be the ratio that the 
proportion of reduction in output bore 
to the total production that would 
have obtained were it not for the total 
suspension. Under the policies, the 
insured was required to inform the 
underwriter semiannually of its net 
profits plus fixed charges for the pre- 
ceding 12 months. The inexorable fire 
occurred. Settlement was based upon 
the relationship between actual and 
anticipated output during the period 
of partial suspension. The proceeds 
of all insurance were devoted to the 
acquisition of replacement assets, but 
the Commissioner regarded the use 
and occupancy proceeds as ordinary 
income. He claimed that the policies 
showed it was not the intention of 
the parties to provide for the payment of 
a fixed sum regardless of the extent of 


lost profits and that the amount of the 


recovery was actually determined 
upon the basis of net profit plus fixed 


charges for the preceding 12 months. 


clause did not insure lost profits, and 
made no reference to them. “The 
‘output’ or ‘production’ of a plant is 
entirely different from its operating 
profit. If a plant is operating at a 
loss, a fire can cause a large reduction 
in output or production without caus- 
ing any loss in profits.” Even if the 
underwriter had requested all sorts of 
profit data after the fire, the insured 
based its claim upon loss of produc- 
tion “and was more interested in the 
final amount of the recovery than in 
the method used by the adjuster in 
determining the amount.” 

Inasmuch as the proceeds of most 
types of use and occupancy policies 
are ordinary income while the pro- 
ceeds of a casualty policy may be 
treated as capital or even as nontax- 
able, it is important that the nature 
of insurance proceeds be carefully 
identified. In one case, a manufac- 
turer sustained a fire, after which the 
corporation made a claim to its insur- 
ance company for $250,000 damages. 
The manufacturer’s policies with the 
carrier had a ceiling of $150,000 for 
direct damage losses and $450,000 for 
use and occupancy. A settlement of 
the claim for $125,000 was agreed 
upon and paid. The manufacturer 
claimed that the proceeds were en- 
tirely for property damages, as the 
insurance company allegedly knew 
that there was no real for a 
use and occupancy claim; there had 
been no lengthy breakdown of equip- 
ment, with resultant diminution of 
production. But on its own records, 
the carrier had made an allocation 
of its payment: $25,000 for direct 
damages and $100,000 for use and 
occupancy. The Internal 


basis 


Revenue 





The court disagreed. The insuring 


Commissioner, 


* Shakertown Corporation v. 
60-1 ustc § 9422 (CA-6). 
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Service took this allocation to be the 





The balanced budget in Government 

has become as obsolete as the 

balanced budget in the average 

household and is therefore treated 

with concern only by the learned 

economists of the country who hold up 

their hands in righteous horror 

at the billions of dollars being 

utilized for everything under the 

sun. . . . And no candidate who 

yearns for a return to the old days 

of conservative Government can ever 

hope to get elected, except in 

isolated areas of the country.—From 

a recent editorial in the Bridgeton 

(New Jersey) Evening News. 
proper one. In view of the Commis- 
sioner’s finding, said the court, it was 
incumbent upon the manufacturer to 
credible some 
more reasonable allocation; since this 
was not done to the court’s satisfac- 
the allocation 
was sustained.*’ The moral is plain: 
Do not make a blanket over-all settle- 


present evidence of 


tion, Commissioner's 


ment. The taxpayer should negotiate 
the allocation as well as the over-all 
settlement with the insurance company. 

Where there is no basis for alloca- 
tion of insurance to specific categories, 
however, the Internal Revenue Serv- 
ice cannot create such an allocation. 
A corporation sustained fire damage 
in excess of the insurance coverage, 
and a deduction for inventory loss 
was claimed. The government argued 
that no inventory loss had been sus- 
tained, as the insurance recovery had 
been higher than the value of the 
inventory. The corporation estal- 
lished that the lost inventory had not 
been replaced, the insurance proceeds 
having been utilized fully to replace 
various other destroyed items. Inas- 
much as no part of the proceeds had 
been used for inventory replacement 


purposes, the award being fully com- 


mitted to other replacements, there 
was a deductible inventory loss. “It 
is not essential that insurance be allo- 
cated in any specific manner to indi- 
vidual items destroyed.” *° 


Where a taxpayer recovers the en- 
tire cost of a piece of property through 
deductions for depreciation, he is not 
entitled to treat insurance proceeds 
received in reimbursement for dam- 
age to that property as nontaxable, 
for this would allow him, in effect, 
a double deduction. 


If one is underinsured, he may, by 
the specific language of his policy, be 
regarded as a coinsurer. Then a cer- 
tain proportion of his loss may be 
claimed as a deduction by the tax- 
payer. If there is a casualty loss, he 
has specific authority for his portion 
of the deduction under Section 165 
of the Internal Revenue Code. If the 
event cannot be shown to be what 
the Code defines as a “casualty,” the 
deduction may qualify under the broad 
heading of “ordinary and necessary 
business expense.” 


But always there is the problem of 
proof. You must show that there 
is general authority for the deduction 
in the Internal Revenue Code. You 
must show not only that you had the 
loss, but that it was in the taxable 
year claimed. You must establish the 
basis of the asset. You must come to 
grips with the issues of reimburse- 
ment and contingencies. There is a 
widespread belief that the toughest 
person on the face of this earth is the 
insurance adjuster. Don’t you believe 
it. He is the internal revenue agent. 
When all else fails, you can always 
bully the insurance adjuster with the 
threat that next time you are going to 
take your business somewhere else. 
But the revenue agent is not afraid of 


[The End] 


losing your account. 





Paper, Inc. v. Comniis- 
7 9624, 268 F. 2d 739 
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Meetings of Tax Men 


University of Denver Tax Institute 

November 9-11 are the dates for the 
Tenth Annual University of Denver 
Tax Institute. This year’s proceed- 
ings will be held at the university’s 
College of Business Administration 
Additional information may be ob- 
tained by writing to James W. Robert- 
son, University of Denver, College of 
Business Administration, 1445 Cleve- 
land Place, Denver 2, Colorado. 

University of Minnesota Tax Insti- 
tute.—The Fifteenth Annual Tax Insti- 
tute for Public Accountants, presented 
by the University of Minnesota's Cen- 
ter for Continuation Study, will be 
held on September 19 and 20 at the 
center in Minneapolis. 

Among the topics to be discussed 
are these: choosing a form of business 
organization and its capital structure 
corporate distributions, problems of 
closely held companies, tax aspects ot 
estate planning and trusts, and depre 
ciation policy and reinvesting proceeds 
For further information, write to Mer- 
rill K. Cragun, University of Minne 
sota, Center for Continuation Study 
Minneapolis 14, Minnesota. 


University of Southern Californiz 
School of Law.—The Thirteenth An 
nual Institute on Federal Taxation at 
the University of Southern Californi: 
School of Law will be held Octobe 
19-21 at Bovard Auditorium on the 
university's Los Angeles campus. Ses 
sions are planned to aid the work oj 
attorneys, accountants and life insur 
ance underwriters. 


Attorneys on the planning commit: 
tee are Louis M. Brown, John W 
Ervin, Richard H. Forster, Arthur 
Groman, Sidney D. Krystal, Arthut 
Manella, Carl A. Stutsman, Jr., and 


Arthur B. Willis. 
Management Conference, Confer- 
ence of Mutual Casualty Companies 
Of interest to tax men will be a 
talk—“Functioning of the Mutual In 
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has become as obsolete as the 
balanced budget in the average 
household and is therefore treated 
with concern only by the learned 
economists of the country who hold up 
their hands in righteous horror 

at the billions of dollars being 
utilized for everything under the 

sun. . . . And no candidate who 
yearns for a return to the old days 
of conservative Government can ever 
hope to get elected, except in 
isolated areas of the country.—From 
a recent editorial in the Bridgeton 
(New Jersey) Evening News. 


In view of the Commis- 
sioner’s finding, said the court, it was 
incumbent upon the manufacturer to 
credible some 
more reasonable allocation; since this 
was not done to the court’s satisfac- 
the allocation 
was sustained.** The moral is plain: 
Do not make a blanket over-all settle- 
ment. The taxpayer should negotiate 
the allocation as well as the over-all 
settlement with the insurance company. 


proper one. 


present evidence of 


tion, Commissioner's 


Where there is no basis for alloca- 
tion of insurance to specific categories, 
however, the Internal Revenue Serv- 
ice cannot create such an allocation. 
A corporation sustained fire damage 
in excess of the insurance coverage, 
and a deduction for inventory loss 
was claimed. The government argued 
that no inventory loss had been sus- 
tained, as the insurance recovery had 
been higher than the value of the 
inventory. The corporation estal- 
lished that the lost inventory had not 
been replaced, the insurance proceeds 
having been utilized fully to replace 
various other destroyed items. Inas- 
much as no part of the proceeds had 
been used for inventory replacement 
purposes, the award being fully com- 


mitted to other replacements, there 
was a deductible inventory loss. “It 
is not essential that insurance be allo- 
cated in any specific manner to indi- 
vidual items destroyed.” *° 


Where a taxpayer recovers the en- 
tire cost of a piece of property through 
deductions for depreciation, he is not 
entitled to treat insurance proceeds 
received in reimbursement for dam- 
age to that property as nontaxable, 
for this would allow him, in effect, 
a double deduction. 


If one is underinsured, he may, by 
the specific language of his policy, be 
regarded as a coinsurer. Then a cer- 
tain proportion of his loss may be 
claimed as a deduction by the tax- 
payer. If there is a casualty loss, he 
has specific authority for his portion 
of the deduction under Section 165 
of the Internal Revenue Code. If the 
event cannot be shown to be what 
the Code defines as a “casualty,” the 
deduction may qualify under the broad 
heading of “ordinary and necessary 
business expense.” 


But always there is the problem of 
proof. You must show that there 
is general authority for the deduction 
in the Internal Revenue Code. You 
must show not only that you had the 
loss, but that it was in the taxable 
year claimed. You must establish the 
basis of the asset. You must come to 
grips with the issues of reimburse- 
ment and contingencies. There is a 
widespread belief that the toughest 
person on the face of this earth is the 
insurance adjuster. Don’t you believe 
it. He is the internal revenue agent. 
When all else fails, you can always 
bully the insurance adjuster with the 
threat that next time you are going to 
take your business somewhere else. 
But the revenue agent is not afraid of 


losing your account. [The End] 
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Meetings of Tax Men 


University of Denver Tax Institute. 

November 9-11 are the dates for the 
Tenth Annual University of Denver 
Tax Institute. This year’s proceed- 
ings will be held at the university’s 
College of Business Administration. 
Additional information may be 
tained by writing to James W. Robert- 
son, University of Denver, College of 
Business Administration, 1445 Cleve- 
land Place, Denver 2, Colorado. 


ob- 


University of Minnesota Tax Insti- 
tute.—The Fifteenth Annual Tax Insti- 
tute for Public Accountants, presented 
by the University of Minnesota’s Cen- 
ter for Continuation Study, will be 
held on September 19 and 20 at the 
center in Minneapolis. 

Among the topics to be discussed 
are these: choosing a form of business 
organization and its capital structure, 
corporate distributions, problems of 
closely held companies, tax aspects of 
estate planning and trusts, and depre- 
ciation policy and reinvesting proceeds. 
For further information, write to Mer- 
rill K. Cragun, University of Minne- 
sota, Center for Continuation Study, 
Minneapolis 14, Minnesota. 


University of Southern California 
School of Law.—The Thirteenth An- 
nual Institute on Federal Taxation at 
the University of Southern California 
School of Law will be held October 
19-21 at Bovard Auditorium on the 
university’s Los Angeles campus. Ses- 
sions are planned to aid the work of 
attorneys, accountants and life insur- 
ance underwriters. 


Attorneys on the planning commit- 
tee are Louis M. Brown, John W. 
Ervin, Richard H. Forster, Arthur 
Groman, Sidney D. Krystal, Arthur 
Manella, Carl A. Stutsman, Jr., and 


Arthur B. Willis. 


Management Conference, Confer- 
ence of Mutual Casualty Companies. 
Of interest to tax men will be a 
talk—‘“Functioning of the Mutual In- 


surance Committee on Federal Taxa- 
tion”—given by Hyde Perce on June 
14, at the Management Conference of 
the Conference of Mutual Casualty 
Companies. Perce is secretary of the 
Mutual Insurance Committee on Fed- 
eral Taxation, Chicago. The confer- 
ence will be held at the Park Place 
Hotel, Traverse City, Michigan, from 
June 12 to June 15. 

National Association of Tax Ad- 
ministrators.—The National Associa- 
tion of Tax Administrators will hold 
its twenty-eighth annual meeting in 
Minneapolis, Minnesota, on June 12-15. 

American Bar Association.— The an- 
nual meeting of the American Bar 
Association will be held August 29 
September 2 in Washington, D. C. 
The Tax Section will the 


Mayflower Hotel. 


meet at 


University of Chicago Law School 
Federal Tax Conference.—On Octo 
ber 26, 27 and 28, The University of 
Chicago Law School will present its 
Thirteenth Annual Federal Tax Con 
ference in Chicago. 

New York University Federal Tax 
Institute—The New York University 
Nineteenth Annual Institute on Fed- 
eral Taxation will take place Novem- 
ber 9-18 at the Biltmore Hotel, New 
York City. 

Virginia Conference on Federal 
Taxation.—The Virginia Society of 
CPA’s the Virginia State 
Association, in cooperation with the 
University of Virginia Law School, 
will present the Twelfth Annual Vir 
ginia Conference on Federal Taxation, 
June 23-25. The conference will be 
held at the University of Virginia 
Law School. 


and Bar 


University of Colorado School of 
Law.—The University of Colorado 
School of Law is sponsoring its Fourth 
siennial Estate Planning Institute, 
which will take place August 8-12 at 
the Fleming Law Building, Univer- 
sity of Colorado. 
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